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Preface 


This book is designed to accomplish two fundamental 
purposes. First, it describes the nature and operations of our 
monetary and banking systems. Second, it applies modern mone- 
tary and banking theory to present-day domestic and international 
problems. 

Because the field of money and banking has reached such 
formidable proportions, the one-semester course presents a serious 
problem of selection. It is hoped that the division of this text 
into ten parts may be of some aid to the teacher in the selection 
and use of material needed to accomplish the particular aims of 
the course. For example, should the purpose of the course be 
concerned mainly with the mechanics and operations of the money 
and banking systems, Parts I-IV, plus Part X, might be most 
suitable. On the other hand, selections from Parts V--IX dealing 
more with monetary theory and problems might be substituted 
for chapters dealing more with operational details, should this 
emphasis be preferred. Finally, the text provides sufficient ma- 
terial for use in a full two-term course sequence, should this be 
desired. 

The first nineteen chapters, Parts I-IV, which describe our 
money and banking system, are designed to accomplish three 
things: 

First, to provide an understanding of the monetary mechanism. 
For this purpose descriptions of the various forms of money, bank 
credit substitutes, and monetary standards that have been in use 
from time to time are included. 

Second, to supply the basic, elementary information needed for 
an intelligent approach to the banker-customer relationship. 
Several chapters are devoted to such topics as the meaning of the 
bank statement, the nature of credit instruments, the nature of 
bank deposits and their protection, and the process of clearing 
and collecting checks. 
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Third, to describe contemporary banking institutions and 
banking practices. The loan and investment operations of the 
commercial banks are examined, and the development of the 
national banking systems and the Federal Reserve System sur- 
veyed. Thus a sound basis for understanding current banking 
events and problems and also a background for the study of the 
complex questions relating to modern central banking and mone- 
tary theory are provided. 

Chapters 20-41, Parts V-IX, deal with modern monetary and 
credit problems. The reader is guided through the recognized 
theories of money and prices, and emphasis is placed upon their 
complementary rather than their controversial nature. An at- 
tempt is made to harmonize the several approaches and to use 
them in elucidating the centoil problem of price level behavior. 
Considerable space is devoted to the basic question of interna- 
tional price relationships and equilibrium under both interna- 
tional and independent paper currency standards as a basis for 
understanding present-day developments. Finally, appropriate 
fiscal and central bank policies are examined, with emphasis upon 
their contribution to economic stability and full employment. 

Chapters 42-44, Part X, deal with concentration among banks, 
bank failures and their prevention, and the general problem of 
the adequacy of our banking system to meet the credit and 
monetary requirements of modern society. 

A large part of the material that appears in this book is drawn 
from the body of common knowledge in the field of money and 
banking, and its origin cannot be credited to any particular source. 
However, in some instances material has been quoted and re- 
produced from other publications. The author gratefully ac* 
knowledges his debt to the publishers of such material for their 
generous permission to reprint it in the present volume. 


Rolun G. Thomas 
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The Role of Money in Our 
Economic System 


IVtoNEY HAS ALWAYS BEEN RECOGNIZED AS AN ESSENTIAL TOOL IN 
a specialized economic society. Nevertheless, in the past, econo- 
mists often relegated it to a secondary place in their discussions. 
To be sure, money’s humble and basic functions, that of providing 
a standard of value and a medium of exchange, were noted, and 
economists regularly paid their respects to money’s sterling if 
pedestrian virtues before they moved on to the more absorbing 
questions of equilibrium price and income distribution. Con- 
sequently their concern with money was limited mainly to an ex- 
amination of the necessary characteristics of good money and the 
forces operating to determine its purchasing power. 

The real significance of money in the modern world . A brief 
look at the world of today indicates clearly that money can no 
longer be thought of as the drab, utilitarian handmaiden of eco- 
nomic society. Instead it stands forth as a kind of genie with 
tremendous, all-pervading powers over economic good and evil. 
By newspaper and radio we are constantly reminded of monetary 
problems. Inflation and deflation, currency stabilization and 
reform demand our attention. One cannot escape some knowl- 
edge of the intimate relationship between economic recovery in 
the postwar world and the “dollar shortage” of Britain and West- 
ern Europe. The fate of governments can be seen hanging in the 
balance as they struggle for a satisfactory solution of their acute 
monetary questions. Currency devaluation has become a house- 
hold word, bringing with it a host of questions. Will it aid in 
remedying the dollar shortage or will it merely lead to further 
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inflation? How will it affect American business? Will the 
United States join the movement by further inducing the gold 
value of the dollar? These questions and many others arising in 
the postwar world have their roots in the powerful influence of 
money on the behavior of economic society. Small wonder that 
money and its problems have become a central theme in economic 
discussions! Nothing is more evident than the need for a sound 
knowledge of money if one is to understand the world in which 
we live. 

One may well ask why money and monetary problems play such 
a vital part and wield such power in the economic affairs of 
mankind. The answer is found in the dynamic, restless, chang- 
ing nature of economic society. The rate of economic activity 
ebbs and flows, old commodities disappear and are replaced by 
new, a growing population must be absorbed, and new resources 
and inventions must be exploited. Moreover, the fighting and 
financing of wars creates both desolation and economic malad- 
justments. Society’s adaptation to these changes involves actions 
based largely on decisions and calculations made in monetary 
terms, actions accompanied by and largely accomplished by 
monetary expenditures. Perhaps the discussion that follows in 
the next section will help in the understanding of the ways in 
which money and its use may be related to economic change. 

Economic Disturbances Arising from the Use of Money 

Under a simple barter system, however inconvenient, the ex- 
change of goods for goods would be directly under the control of 
the specialized producers concerned. Unless a producer is will- 
ing to extend credit or make a gift, parting with his goods by 
barter requires that he take another’s goods in return. Only a 
change in the traders’ desires for each other’s goods would inter- 
fere with the normal exchange process. Under such circumstances 
one may truly say that goods are exchanged for goods and there- 
fore the production of goods creates a demand for other goods. 
But this is not the case when money is introduced into the ex- 
change system. When acting as a medium of exchange, money 
by its very nature must be capable of becoming a storehouse of 
values which may be drawn upon when need arises. Goods and 
services are exchanged for money, which in turn may be held un- 
til an object of suitable expenditure appears. This in itself need 
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cause no trouble in the normal process of exchanging goods and 
services so long as no extraordinary reason appears for postponing 
the spending process. But at times these extraordinary reasons 
for holding money do appear, with disturbing results to the func- 
tioning of the economic system. For instance, some who receive 
money income normally devote a substantial part of that income 
to the purchase of capital goods or claims to capital goods in the 
form of securities. This is true both of private investors and of 
corporations which withhold income from stockholders for direct 
reinvestment in the firm. But let circumstances arise which re- 
duce the apparent desirability of purchasing capital goods out of 
current income and there may result a drastic reduction in money 
spent. The same situation exists in the case of durable consum- 
ers’ goods the purchase of which may be readily postponed. The 
amount of money income spent for both capital goods and durable 
consumers’ goods may fall off sharply in the face of a decline in 
profit prospects or a prospective decline in the price level which 
carries with it the obvious advantage of postponing purchases un- 
til lower prices become a reality. The paralyzing effect of such 
hoarding upon industry and employment is seen in the well- 
known form of business depression. 

The problem raised by the failure of the volume of money to 
correspond to the needs for it . In yet another way monetary de- 
velopments may lead to disturbances in the operation of economic 
society. Monetary systems frequently fail to fit themselves neatly 
into the monetai*y job at hand. For example, gold standard coun- 
tries were constantly exposed to the possibility of a rise or fall 
in the world price level due to the failure of the gold supply to 
increase at the appropriate rate corresponding to the growth of 
monetary requirements. Thus, a lagging gold supply tended to 
induce long-run falling prices, while an excessive supply of gold 
promoted rising price levels. The problem of having the “right” 
supply of money is further complicated by the fact that in mone- 
tary systems such as ours the media of exchange consist largely of 
bank notes and bank deposits subject to check. Such forms of 
money are at times subject to substantial short-run variations in 
volume, arising from changes in the willingness and ability of 
banks to extend credit by expanding loans and investments, and 
from changes in the desire and ability of businessmen, other indi- 
viduals, and government agencies to borrow. The price levels of 
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gold standard countries, therefore, are exposed (1) to long-run 
variations arising from haphazard fluctuations in the gold supply 
and (2) along with countries using inconvertible paper, to short- 
run variations due to the fluctuations in the volume of bank 
credit money based upon available legal reserves. 

Some economic effects of changing price levels. Some of the 
evil effects of changing price levels have already been indicated 
in the earlier discussion of the tendency for falling prices to cause 
a shrinkage in the volume of spending for durable goods. The 
depressing effect of falling prices upon business activity is ac- 
centuated by the stickiness of some production costs (wages, in- 
terest payments, and so forth) which encourages businessmen to 
reduce output whenever possible rather than to continue to oper- 
ate at lower prices. 1 

Rising prices likewise bring disturbances. Profits tend to be- 
come excessive when prices are rising and thus create an unreal 
but glowing sense of prosperity in the minds of businessmen. 
This optimism occurs largely because of the stickiness of wage 
and interest costs, which lag behind commodity prices on the 
upswing as well as on the downswing. The resulting windfall 
profits enjoyed by business are a temptation to overconfidence. 
Poor managers, their errors concealed by the profits of rising 
prices, gain and retain control over a large number of business 
enterprises and prove a source of difficulty later on when their 
wholesale failures follow a reversal of the price trend. But even 
more important, from the standpoint of stable business, is the fact 
that windfall profits either deceive good businessmen in respect 
to future prospects, or tempt them beyond their strength of resist- 
ance to expand the scale of their operations in order to obtain a 
lion’s share of profits. Thus the competitive spirit, bolstered by 
the optimism from windfall profits, tends to lead to a rate of ex- 
pansion of capital equipment greater than that called for by 
basic economic conditions and greater than can be continuously 
maintained. The inevitable reversal that follows such an exces- 
sive rate of expansion is an important cause of depression. This 
conclusion must not be taken to mean that money is the root of 
all cyclical evil in our economic world. But it cannot be denied 

1 This fact is especially true when competition is limited by the use of brands or 
by the existence of a few large-scale producers in the field. 
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that monetary phenomena in the form of changing prices not only 
permit and accompany cyclical disturbances but also to a con- 
siderable degree contribute to them. Historically speaking, the 
growth of recurrent periods of prosperity and depression parallels 
the growth in importance of the use of money. 2 * 

Finally, changes in the price level cause serious shifts in the 
distribution of income. Rising prices impoverish persons with 
fixed incomes. At the same time, debtors find their burdens 
lightened while business profits expand because of “sticky” costs 
of production. Falling prices, on the other hand, benefit the re- 
ceivers of fixed incomes,' whereas debtors and businessmen tend to 
be injured. 

The Work of Money 

Before one attacks the complex monetary problems of modern 
society k is best to arm oneself with a thorough understanding of 
the fundamental nature of money, its functions, the requirements 
for the satisfactory performance of these functions, and the gen- 
eral framework of the monetary system, which includes, as an in- 
tegral part, the banking system. Only after this understanding 
has been acquired is one equipped with the essential tools for at- 
tacking contemporary monetary problems. Therefore, we neces- _ 
sarily must first apply ourselves to the mastery of a good many 
undramatic details concerned with the nature of our money and 
banking system. To understand the requirements of good money, 
one must examine the type of work it is expected to perform. 
Money work is of several different kinds. 

Money as a standard of value * In an exchange society, some 
standard is needed by which things to be exchanged may be 
evaluated. The pricing of things in terms of some common de- 
nominator can hardly be avoided if accurate and easy comparisons 
of values are to be made. 

In the United States, the standard of value is the dollar, now 
containing 15%* grains of nine-tenths fine gold. When incon- 
vertible paper currency is in use, the standard for comparing the 
value of things is the paper dollar. It is evident that money is of 
maximum use as a standard for comparing values only when its 
own value is reasonably stable in terms of the general mass of: 

2 Mitchell, Wesley C., Business Cycles , The Problem and Its Setting, New York, 
National Bureau of Economic Research, Inc., 1930, p. 62, 
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things to be exchanged- We are accustomed to think- of the 
standard units of weights and measures as constant, and properly 
so. We tend to look upon the standard of value also as constant, 
but to do so is often a grievous error. Whenever the general level 
of prices changes, there results a change in the value of money. 
For example, the 38 per cent fall in average wholesale prices, be- 
tween 1929 and February 1933, involved a rise in the purchasing 
power of the dollar of about 60 per cent. Similarly, because 
wholesale commodity prices rose more than 120 per cent between 
1939 and August 1948, the dollar’s buying power over such com- 
modities fell about 55 per cent. 

Now it frequently happens that money acting as the basic 
standard of value is not at the same time acting as the medium 
of exchange. Indeed, the two functions are not at all inseparable. 
In primitive societies, for example, cattle were sometimes used 
as a standard of value but were not necessarily used as a medium 
of exchange. Among some American Indians, the beaver skin 
was the unit of value and was the basis for fixing the exchange 
ratio between goods exchanged on a barter basis. 3 In the use of 
modem currencies, too, the standard money unit frequently does 
not enter directly into exchange transactions. *This fact is true 
not only in the barter transactions in which farmers’ wives trade 
eggs for groceries at the local store, and in credit transactions such 
as those in which the share cropper purchases supplies and later 
pays in crops, but also in the elaborate clearing transactions on 
the security exchanges where only a small residual is settled in 
cash. Moreover, in modern economic society, the standard mone- 
tary unit, particularly if gold, is seldom put into actual circula- 
tion at all. Instead, more convenient substitutes in the form of 
paper money and checks on bank deposits furnish the medium of 
exchange. 

Money as the medium, of exchange . Acting as a medium of 
exchange is a second function of money. It is not enough that 
there be a basis of comparing the value of things to be exchanged. 
If the troublesome problem of the “double coincidence of wants” 
is to be avoided, some readily acceptable thing must be available 
as a go-between to bring about a smooth and effective exchange 


3 Cf. Laughlin, J. L., New Exposition of Money , Credit , and Prices , Vol, I, 
University of Chicago Press, 1931, pp. 12-14. 
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of goods. Some form of money, therefore, must be called into 
use to act as the intermediary. The media of exchange may in- 
clude both standard money itself and its various paper and credit 
substitutes. 

A good medium of exchange needs (1) enough stability of 
value to make it a good store of value; and (3) sufficiently attrac- 
tive qualities to make it generally accepted by the public. The 
first requirement, stable value, arises from the need of sellers of 
goods and services for a means of holding their purchasing power 
in suspension until such time as they wish to purchase other things. 
Every income receiver, whether a laborer, a salaried worker, a 
capitalist, or an active business enterprise, has need for the use 
of money as a store of value. This need exists because of the im- 
possibility of synchronizing exactly all income and expenditure. 4 
If the economic system is to operate properly, it is necessary that 
money adequately perform its function as a store of value. This, 
of course, requires that money shall be sufficiently stable in value 
to permit its being held without its holder becoming either un- 
justly enriched or impoverished by the process. If money is 
gaining in value (prices are falling), hoarding results, with its 
disturbing effects on production and trade. On the other hand, 
a falling value of money (rising prices) makes people unduly hasty 
in getting rid of it. We have all had the experience of spending 
our money hastily (and perhaps unwisely) to escape rising prices, 
and of postponing purchases in anticipation of lower prices. An 
extreme case occurred in Germany in 3923, when money lost its 
value so rapidly that people receiving cash incomes could not 
spend their money fast enough to avoid serious losses in buying 
power. In the end, the currency became so unacceptable that in 
some instances it lost its character as a medium of exchange, and 
exchanges were accomplished by resort to the relatively stable for- 
eign currencies or by barter. 

Besides reasonably stable value, money must have general ac- 
ceptability if it is to function as a medium of exchange. Prob- 
ably it was the latter quality which first commended certain com- 
modities to mankind for use as money. 

The importance of money as a medium of exchange involves 


4 It is impossible to imagine any way in which money could act as a medium 
o£ exchange without also being a store of value. Its very existence and use requires 
that someone hold it, and in the hands of the holders it is a store of value. 
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much more than conveniemly overcoming the awkwardness of 
barter. The impact of money upon the economic world is vastly 
greater than this consideration. Money incomes become a pri- 
mary economic consideration in the lives of men. The public’s 
vast money income, which may be spent first one way and then 
another to suit the buyers’ fancies, enables consumers to record 
their choices in the market and exert a powerful influence on the 
character of goods produced and the success or decline of individ- 
ual firms and industries. Without money, consumers of goods 
obviously would find shifting from one type of good to another 
much more difficult, if indeed it would be possible at all to any 
substantial extent. This fact has a profound effect upon the 
behavior of our dynamic industrial society. Moreover, not only 
are incomes and expenditures calculated in terms of money 
but also most business calculations are reduced to monetary 
terms. 

Money as a store of value . Because of the importance of hoard- 
ing and dishoarding of cash as a source of economic instability, 
it is desirable to give special emphasis to the use of money as a 
“store- of value.” We have already seen how changes in the value 
of money affect its efficiency as a medium of exchange by inducing 
the public to change the rate of spending money. But the matter 
is broader than this. Whenever profit prospects decline, busi- 
nessmen tend to reduce their rate of investment in capital goods, 
and, in some cases, disinvest by converting inventories into cash. 
Consequently, a fall in profit prospects from any cause may result 
in an increased accumulation of abnormally large cash balances, 
or hoards, in the hands of current savers and businessmen. Thus, 
the need for money as a “store of value” has risen. This is some- 
times described as an increase in the public’s “liquidity prefer- 
ences” (desire for liquid cash assets rather than securities and 
real goods). 

Because of the changes in the public’s desire for holding cash, 
a good monetary system is one that can accommodate itself to 
these changing demands. Particularly it should be capable of ex- 
panding the money supply sufficiently in bad times to meet the 
increase of needs for cash hoards without di'awing the economic 
life blood out of the economic system. Plans for insuring this 
benevolent result play a large part in many modern proposals for 
monetat7 reform. 
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Money as the standard of deferred payments . , A fourth basic 
function of money, closely related to the three previously men- 
tioned, is that of acting as a standard or unit of account for con- 
tractual credit transactions. Purchases of goods in modern eco- 
nomic society are commonly made with the use of credit, extended 
either directly by the seller or indirectly by the loan of money. 
Payment must eventually involve the use of money. To use a 
common phrase, money is the “standard of deferred payment.” 
Not only credit transactions but all contracts involving future pay- 
ments are framed in terms of money. Stability of value in terms 
of other economic goods is also required for the proper fulfillment 
of this monetary function. In truth, money's function as a stand- 
ard of deferred payments provides a more exacting demand for 
stability of value than that arising from its other functions. Short- 
run stability in the value of money is sufficient to meet the re- 
quirements as a medium of exchange and to prevent undue varia- 
tions in people’s willingness to hold money. This requires only 
an avoidance of sharp and short-run changes in the price level. 
But to satisfy the requirements of a good standard for credit and 
contract payments, the value of money must be stable enough 
over long periods to avoid windfall profits and losses arising from 
the failure of credit and other contract obligations to adjust 
quickly to general price changes. Further, it should be sufficiently 
stable to avoid unjust enrichment and impoverishment of debtors 
and creditors. 


Questions for Study 

1. A number of postwar monetary problems which have been headline 
news have been mentioned. What arc they? Can you suggest 
others? 

2. Why does the use of money, instead of barter, increase the danger 
that buyers for the durable products of industry may not be found? 

3. What is the “right” quantity of money for a country to have? Do 
you think that the use of currencies based on gold provides a good 
answer? Why? 

4. How are windfall profits and losses related to changes in the price 
level? Why are both objectionable? 

5. What is the standard of value in the United States? How stable 
has it proved to be? Is the standard of value the "dollar” or some 
particular form of the dollar? Can any or all of the following be 
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considered examples of our standard of value: a) a silver certificate? 
b) a United States note? c) a Federal Reserve note? 

6. What qualities does money most urgently need if it is to be a good 
medium of exchange? Why is its ability to be a good store of value 
so important? 

7. What is the meaning of “liquidity p^'eferenccs? ,, When do they 
tend to increase? How ought the ideal money react to an increase 
in liquidity preferences? 

8. Why does the function of money as a standard of deferred payment 
require a greater degree of stability of value than its other functions? 
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The Nature of Money 


A. BRIEF EXAMINATION OF THE ORIGINS OF MONEY WILL HELP ONE 
understand the nature of modern money sysLems and the reasons 
for their development. Modern capitalistic society developed 
under the benign influence of gold and silver money. But these 
metals did not acquire their monetary status suddenly or by provi- 
dential intervention in the economic affairs of mankind. Rather, 
their use as money came as a gradual development, the roots of 
which extend back to antiquity. 

The Origins of Money 

Because money plays such a vital part in economic processes, 
it seems certain that some use of money was a prerequisite to the 
emergence of the modern type of economic society. That it did 
in fact precede the appearance of modern capitalism is of course 
well known, for money in various forms goes back many centuries. 
Adam Smith, in his Wealth of Nations , suggested that money 
originated in the rational effort of man to meet the necessity of 
finding some medium of exchange. This view probably places 
undue stress upon the idea of a rational establishment of mone- 
tary systems. A more satisfactory view of the origins of money 
may be obtained by examining the primitive money of both an- 
cient and modern times. 

Primitive trade and the use of money. A well-developed money 
could hardly have preceded the appearance of trade. Some writ- 
ers suggest that trade, developing upon the foundation of prop- 
erty ownership, first may have taken a unilateral form through 
the plunderings of conquest and the making of gifts. Resistance 
to the former and encouragement to the latter may have been the 

a 
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source of the appearance of bilateral exchange or barter. The 
desire to trade with foreigners who could furnish strange and 
unusual commodities must have provided important incentives 
to barter for peoples living in a simple and largely self-sufficient 
fashion . 1 Barter required methods of measuring both amounts 
and values. In addition to counting, units of weight were intro- 
duced. The carat, it is said, originated from the kernel of the 
carob bean, while the English troy grain was derived from the 
weight of a grain of barley. A primitive way of establishing 
values was to compare the size of things to be exchanged. Strings 
of cowrie shells called dewarra were exchanged, length for length, 
with fish. More significant in the development of money, how- 
ever, was the appearance of standards of comparison in the form of 
some well-known and valuable thing. In warm or temperate cli- 
mates, for example, the cow or ox was commonly used as a stand- 
ard of value. The use of numerous other commodities may be 
mentioned. In the interior of Africa, the slave was used as a 
standard, with a value of five oxen, one hundred pieces of cloth, 
or a double-barrelled gun. A string of glass beads was worth a 
gourd bottle of water, a measure of milk, or an armful of hay . 2 

Primitive forms of money. The basic requirement of a me- 
dium of exchange is such popular esteem as to provide general 
acceptability by the trading public. Things in common demand, 
whether articles of necessity or ornaments, frequently acquired 
the status of money. In addition to the ox or the cow, people 
living in colder areas used such articles as furs, skins, and blankets 
as money. Salt, weapons, and 'utensils of various sorts were also 
used. Hoes and knives are said to have been used as money by 
the Chinese, and later, through the slow process of evolution, 
miniature copies of these articles, lacking any utility as com- 
modities, circulated as pure money. Primitive fishermen some- 
times used fishhooks, which, like the Chinese hoes and knives, 
gradually lost their original value as commodities and shifted into 
the category of pure money with only the symbolic shape remain- 
ing. The early appearance of ornaments in the role of money 
is illustrated by the cowrie shells, which from ancient down to 
modern times have been held in high esteem as money among 

'tCt Helffierich, Karl, Money, New York, Adelplii Co, (Clieenberg), 1927, Vol. 
I, pp. 3-7- 

3 Helfferich, op , cit v p, 9. 
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primitive tolk. Of this type was the American Indian’s wampum, 
consisting of belts and necklaces of black and white polished shells. 
Feathers, heads of red-headed woodpeckers, as well as strings of 
polished shells, served as money among California Indians. In 
Iceland, dried fish and in North America, beaver skins, tobacco, 
and rice were at one time used as media of exchange. 3 

The use of metals. The precious metals seem to have acquired 
monetary functions among peoples who knew them almost as 
early as did other commodities. The '‘talent, 1 ’ a gold unit weigh- 
ing about 130 grains troy and worth one ox, is referred to in the 
Homeric poems of about the eighth century b.c. 4 Among the 
less valuable metals copper, silver, and later iron and tin found 
use as money. The metals were exchanged not only in the form 
of implements, utensils, and ornaments, but also in bars, wires, 
cylinders, and balls. Although these metals possessed monetary 
functions, they were themselves evaluated at first by weight or 
measure. Gold dust was sometimes measured by the length of a 
quill container, and weighing was a common method of evaluating 
it. Sometimes bars or rings of precious metals -were marked at 
regular intervals to facilitate dividing them into smaller units. 
It was not until relatively late years that coinage was developed 
as an aid to the identification of the weight and fineness of precious 
metals. Although there may have been earlier attempts at private 
coinage by merchants and goldsmiths who stamped their mark 
upon metals, it is believed that state coinage began in Lydia about 
660 b,c. s 

The superiority of the precious metals . The monetary triumph 
of the precious metals was due to their superiority in monetary 
uses. This superiority over other commodities can be readily 
seen by calling to mind the requirement of a good money. Good 
money must be relatively stable in value and be generally accept- 
able. To a very marked degree, the precious metals fulfill these 
requirements better than other commodities. Since gold, among 


3 For more complete accounts of pi'imitive forms of money, see ]. Laurence 
Laughlin's Money , Credit , and Prices , Vol. I., and Kem merer 1 s Money , New York, 
The Macmillan Co., 1936, Chapter I, For the original source of much informa- 
tion given by other writers, see W. Ridgway’s The Origin of Metallic Currency 
and Weight Standards , 1892. 

^Laughlin, op. cit p. 19. 

SLaughlin, op. cit., pp. 53-54. Chapter U contains a detailed account of the 
early use of metallic money. 
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all the metals, became the monetary choice of very nearly the 
whole world, let us see to what extent it is deserving. 

The stability of value of gold . Of all the various commodities 
that have at one time or another been used as money, gold prob- 
ably comes the nearest to being stable in value. There are several 
reasons for this choice. First, its durability has caused the ac- 
cumulation of a tremendous slock of the metal over the years. As 
a result, variations in the production of gold over a single year or 
a short series of years cannot modify the size of the stock of gold 
enough to cause abrupL and serious changes in its value. This 
stability is in sharp contrast to commodities that deteriorate rap- 
idly or are completely consumed in short periods of time. The 
value of such commodities is much more dependent upon short- 
time changes in production than is the value of gold. 

A further reason for the superior stability of the value of gold 
lies in the nature of its demand for nonmonetary purposes. In 
industry and the arts, gold is wanted largely for its prestige value 
and its ornamental uses. Because of this demand, gold is seldom 
indispensable but, like other luxuries, it enjoys a relatively elastic 
demand. A decline in the value of gold, as evidenced by a rise in 
prices of things not made of gold, causes an increased fraction of 
the world’s newly mined gold to be deflected from monetary uses 
into industry. This tendency for new industrial users of gold to 
appear readily with a decline in its value helps to prevent any 
drastic decline in the value of gold in the face of increased output. 
Similarly, a decline in gold output and a rise in the value of gold 
is somewhat offset by a decline in the industrial uses . 6 

Still a third stabilizing influence upon the value of gold is found 
in the hoarding practices in the Orient. Like industrial uses, 
gold absorption by Oriental hoards tends to fluctuate inversely 
with changes in the value of gold . 7 

A fourth force is found in the response of gold production to 
changes in the value of gold. In this respect, of course, gold is 
no different from other commodities. When the price level rises, 
the costs of mining gold rise also. With no change in the dollar 
value of newly mined gold, rising costs reduce the profits from 


6 For evidence in regard to the fluctuations in industrial uses of gold, see Lionel 
D. Edie's Money, Bank Credit and Prices, New York, Harper & Bros., 1928, pp, 
256-257. 

7 Cf. Edie, op. cit., p. 259. 
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mining and shut off production in marginal mines. Falling 
prices, on the other hand, .stimulate gold output. 

It must be recognized, however, that gold has limitations as well 
as advantages. Its supply is subject to the hazards of accidental 
discovery of sources of gold and to the effects of irregular and un- 
certain improvements in the technique of mining and refining. 
Moreover, although durability does give a substantial degree of 
stability to the short-run gold supply, the long-run effects of new 
discoveries and new techniques may be far from negligible. One 
must also not lose sight of the fact that the long-run stability of 
the value of gold is dependent on the relation of the supply of 
monetary gold to the world’s monetary needs. These needs, in 
turn, depend both upon the growing volume of transactions re- 
quiring settlement in terms of money and upon the volume of 
bank money substitutes for standard gold money that may be 
available. 

The general acceptability of gold money . Public acceptance of 
any money depends upon a number of considerations. Stability 
of value is, of course, one of these considerations, because great 
instability renders money incapable of functioning properly as a 
store of value. A relatively high value in a small compass is a 
convenience that adds to the attractiveness of gold money. Yet 
another favorable characteristic of gold is the ease with which it 
may be minted into coin and reconverted into bullion form again. 
Uniformity of quality, ease of identification, and durability are 
all qualities of gold that enhance its usefulness as money. Finally, 
one must not neglect the importance of social custom. Certain 
commodities may acquire a kind of momentum in monetary use 
that helps to perpetuate such use. The fact that gold has been 
the customary monetary standard is to a large measure responsible 
for the esteem that it commands as money. The effect of this can 
be seen in the refusal of countries that had technically been on the 
bimetallic standard to continue on that standard when, after a 
long period during which gold was exclusively in circulation, 
cheap silver threatened to drive gold from circulation. Today, 
gold retains its monetary value largely because of its customary 
acceptance as money rather than because of its value for industrial 
uses. 

In these days of paper money and bank credit substitutes for 
gold, some of the characteristics mentioned as contributing to the 
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acceptability of gold have lost much of their significance. These 
substitutes have all the qualities of convenience in handling and 
use that can be claimed for gold itself, and are in fact superior to 
gold for domestic use. Even when inconvertible into gold, paper 
money may remain readily acceptable in the issuing country be- 
cause it may possess legal tender power and because of habit of use. 

Coinage of Money 

The advent of coinage marked a very important step in the de- 
velopment of money, for with it money achieved a distinctive 
place among other goods. When made into the form of coin, 
money ceased to be merely a convenient commodity for comparing 
and storing values. The coin itself, bearing the stamp or mark 
of the State that issued it, came to be the important thing rather 
than the bullion content. This admiration for the coin itself 
frequently goes so far that the coin may circulate at a value con- 
siderably in excess of its bullion value. The fact that it is money, 
approved by the State and in customary use, is sufficient to main- 
tain its acceptance at face value within its own country. 

Free coinage. In the past, free coinage of the standard mone- 
tary metal tvas a normal characteristic of currency systems. Under 
free coinage, the money metal or metals may be brought to the 
mints and converted into standard coins without limit. In the 
United States before 1933, one could bring to the mint standard 
gold bullion (nine-tenths fine) and have it converted into coin 
without expense save the delay involved in the process. If gold in 
other than standard bullion form was presented to the mint, a 
brassage charge was made to cover the expense of converting the 
metal into standard bullion. 8 Sometimes the State charges more 
than the actual cost of minting the coins. As a result the State 
makes a profit called seigniorage . The coins so minted have a 
face value somewhat above their bullion value. The free coinage 
of standard metals is normally accompanied by the right to ex- 
change coin for bullion or the right to convert coin into bullion 
by melting. It follows, therefore, that tire coin value and the 
value of the bullion content of coins can never be separated by 
more than the cost of conversion from one form to the other. It 


SThe Lenn brassage is used to describe any mint charge not designed to yield 
a profit to the State. 
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is through the tree interconvertibility o£ coin and bullion that the 
value of money is tied up with the value of the metal itself. 

Limited coinage . Although standard money metal may be 
freely coined, other metals may be converted into coins only at 
the option of the State. For example, subsidiary silver coins; 
silver dollars, and token five- and one-cent pieces are coined by 
the Treasury in such amounts as public convenience or public 
policy seem to warrant. Since there is no privilege of free coin- 
age in such a case, these coins are the result of what is known as 
“limited coinage.” Such coins normally bear a heavy seigniorage 
charge, or to put it another way, their face value is considerably 
greater than the value of the metal they contain. For example, 
when silver bullion is worth $.73 per ounce, the silver dollar con- 
tains approximately 56 cents worth of silver. Coins issued under 
the limited coinage principle, therefore, derive their value from 
the fact that they are directly or indirectly convertible into stand- 
ard money. In reality they are a form of promissory note written 
on metal discs instead of being engraved on paper. 

Free conversion xoithout free coinage . After World War I, 
countries wishing to return to the gold standard economized their 
limited supply by abandoning the coinage of gold. Instead, they 
provided that bullion might be freely converted into currency or 
bank credits by sale to the central bank. Those wishing gold 
bullion for export or industrial purposes could purchase it at a 
fixed price from the central bank. In this way gold coin was not 
allowed in common circulation, yet free conversion from money 
into bullion and bullion into money was provided. Though tech- 
nically different from free coinage, the result was similar in that 
the value of paper currency and the equivalent amount of bullion 
were always substantially the same. 

Inconvertible Paper Money 

In the past, standard money has normally consisted of some 
form of metal. Although both gold and silver were often stand- 
ard money metals, the modern practice steadily moved in the di- 
rection of gold alone. Standard money, however, need not neces- 
sarily be metal at all, but sometimes may be inconvertible paper 
currency. 

The inauguration of the use of inconvertible paper money in a 
country is generally accompanied by a promise of the issuer, 
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whether the State or a note-issuing bank, that the paper will some 
day be redeemed in standard metal money. This fact has led some 
observers to conclude that inconvertible paper money derives its 
acceptability and its value from the expectation of redemption in 
standard metal at some future date. According to this view, the 
value of pure paper money must fluctuate in direct proportion to 
changes in the possibility of future redemption. This view also 
denies that pure paper money, in itself, can have value inde- 
pendent of its theoretical metal worth. This explanation of the 
value of inconvertible paper money was understandable at a time 
when the metallic standard was the rule and inconvertible paper 
the exception, to be eliminated as soon as possible. But today, 
in the light of modern monetary experiences with pure paper 
currencies, it is difficult to hold that pure paper money can have 
no value in and of itself. 

One may say, therefore, that inconvertible paper money some- 
times may achieve the distinction of being “standard” or the “last 
word” in a country's monetary system. Its acceptability is de- 
rived not only from habit of use developed before conversion 
privileges were abandoned, but also from legislative fiat or legal 
tender qualities. Sometimes a sheer lack of any available sub- 
stitute currency plays its part in compelling people to use incon- 
vertible paper. 

Tiuo basic types of inconvertible paper money . Inconvertible 
paper money may take two forms: 9 

1 . Governments have frequently been forced to meet their nec- 
essary expenditures by the issue of paper promises to pay metal 
money. The occasion for such issues has most frequently been 
war, when needed expenditures tend to outstrip tax income. 
Direct resort to the printing press by hard-pressed governments 
has not been unknown in American history. The Revolutionary 
War was the occasion for paper money issues (bills of credit) by 
both the individual colonies and the Continental Congress. The 
outbreak of the Civil War was the signal for the issue of incon- 
vertible greenbacks. 

0 Many excellent accounts o£ historical experience with inconvertible paper are 
available. For compact, competent summaries of the work in this field, see 
J, Laurence Laughlin's Money , Credit, and Prices , Vol. II, Chapters III-XI, and 
Edwin W. Kemmerer’s Money, Chapters X-XIII. W. C. Mitchell’s familiar History 
of the Greenbacks , 1903, is an authoritative work on the experiences with .the 
United States notes, 
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Both in the past and in modem times, inconvertible paper 
money, with most if not all of the attributes of standard money, 
has originated in the form of bank notes. In England, 1797- 
1831, the currency mainly consisted of inconvertible Bank of 
England notes, whereas today in practically all countries of the 
world (with the possible exception of the U. S.) standard money 
consists of inconvertible promises of the central banks. 

Contemporary Money: Standard Money and 
Other Government Issues 

The definition of money. Although we have examined the 
characteristics and functions of money and some of the problems 
associated with its use, we have avoided any attempt to define it. 
Definitions are generally troublesome things, and that of money 
is no exception. Sometimes money is defined as something gen- 
erally acceptable to sellers in the market and in payment of debts. 
But because the various monetary functions are so often divided 
among the different classes or types of money, an all-inclusive 
definition is of limited use. Therefore a frank recognition of 
these several classes of money and a series of workable definitions 
that fit the actual monetary situation may be preferable. 

Standard money. As the term is used today, standard money 
is the monetary unit recognized by the State as the ultimate basic 
standard of value. Direct or indirect convertibility into standard 
money assures a uniform value to other forms of money. His- 
torically, standard money is a commodity, normally gold or silver 
or both. From 1792 until 1873, both gold and silver dollars were 
standard money in the United States. Except for the greenback 
period and part of 1933, the gold dollar has been our standard 
monetary unit since 1873. Standard money need not necessarily 
be gold or silver, however; nor does it need any commodity value. 
Numerous examples exist of standard money without commodity 
value. As was mentioned earlier, government notes (greenbacks) 
were issued during the Civil War. They promptly became in- 
convertible and remained so until 1879. Since greenbacks, con- 
stituting the money in general circulation, could not be converted 
into gold dollars, it followed that this inconvertible paper money 
was the standard money of the period. Today the British pound 
is really nothing but the inconvertible Bank of England note. 
Similarly, other foreign currencies are in fact inconvertible paper. 
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In 1933, when the United Suites Government formally removed 
the right to convert any form of currency into gold, paper money 
became the standard. When the gold content of the dollar was 
reduced from 25.8 grains of nine-tenths line gold to 15%! grains 
by Presidential proclamation 10 on January 31, 1934, a conversion 
of paper currency into gold was partially restored, since the privi- 
lege of buying gold at $35 per fine ounce was granted for industrial 
purposes and for export, at the option of the Secretary of the 
Treasury. 

The standard money that appeared after January 31, 1934, was 
unlike the old standard gold dollar. The new departure was 
referred to by the Secretary of the Treasury as a “streamlined 
dollar.” Its size in terms of gold was not fixed by law but was 
subject to change by Presidential proclamation. In actual fact, 
however, it was fixed at 59.06 per cent of the old (1933) dollar’s 
gold content, which provided the convenient price of $35 per 
ounce for fine gold bullion. Because the President’s power to 
make further changes in the gold content of the dollar expired on 
June 30, 1943, the dollar will remain unchanged in the future 
unless Congress passes legislation to the contrary. 11 

This variation in the standard monetary unit, in respect to 
both its gold content and its vacillation between convertibility 
into monetary metal and inconvertibility, provides an illustration 
of the distinction between the monetary unit that is the standard, 
in terms of which debts and contracts are settled, and the money 
itself with which actual payment is made. For example, the dol- 
lar is the monetary unit in terms of which are stated various sorts 
of economic obligations. The satisfaction of these obligations 
requires the payment of dollars. But the particular thing that 
constitutes the dollar is subject to change. 12 Thus, the dollar as 


10 Under the authority granted by Congress in the Thomas Amendment to the 
Agiicultural Adjustment Act of 1933, as amended by the Gold Reserve Act of 1934. 

31 Section 15, of the Gold Reserve Act of 1934, states that “Whenever reference is 
made in this act to equivalents as between dollars or currency of the United States 
and gold, one dollar or one dollar face amount of any currency of the United 

States equals such a number of grains of gold, nine tenths line, as . . . are con- 

tained in the standard unit of value, that is, . . . such a number of grains of gold, 
nine tenths fine, as the President shall have fixed. . . " 

12 J, M. Keynes distinguished between money as a “unit of account” and money 
that may be used in making payments. He likened this distinction to that between 
the King of England, a continuous institution, and the particular ruler on the 
throne at any given time. The latter is subject to change at the will of the 

State, but the former enjoys continuity of existence. See his Treatise on Money, 

New York, Harcourt, Brace & Co., 1930, Vol, I, p. 4. 
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a unit for expressing economic obligations remains unchanged, 
whereas the particular standard money in which payment may be 
made is subject to change at the will of the Government. Stand- 
ard money, therefore, is the ultimate means of payment for obliga- 
tions expressed in terms of the unit of account. 

The relation of the Stale to standard money. Standard money 
in the modern sense requires the sanction of the State. This sanc- 
tion normally would carry with it legal tender power. But when 
the standard money is uncoined gold bullion, as it often is in mod- 
ern monetary systems, it has little need to be made legal tender. 
Rather, legal tender powers are conferred upon paper currencies, 
with the standard acting as the ultimate redemption unit for all 
the currencies of lesser status. When the ultimately obtainable 
currency is itself inconvertible paper, the distinction between le- 
gal tender currency and standard money is wiped out, since for 
all practical purposes any legal tender currency is standard. In 
modern society the sanction of the State is often a very powerful 
force in making standard money acceptable. So important is 
this sanction that some persons hold to the view that money de- 
rives its value from the State’s stamp of approval. 

Representative money . Under the old gold standard, which 
permitted individuals to obtain gold coins, the standard gold 
pieces frequently were in actual circulation. The small size and 
ease of abrasion of gold coins, however, discouraged their circula- 
tion. Before 1933, gold certificates, claim checks to gold held by 
the Treasury, commonly circulated in place of gold coin. Gold 
certificates are, therefore, called representative money , for they 
stand in the place of the standard gold. Today it has become the 
practice to use other forms of currency for actual payments, leav- 
ing gold certificates in the Federal Reserve Banks to act as reserve 
or the ultimate redemption basis for nonstandard money. 

Other government issues . Not only does the government reg- 
ulate and control the issuing of standard money of a country but 
also it normally issues other types of money that do not qualify as 
standard. Government notes in currency form, redeemable in 
standard money, are sometimes issued. Our greenbacks ate exam- 
ples of such currency. Also, governments frequently purchase 
and coin silver and other metals, and the resulting coins, although 
not standard, are part of the money supply. 
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Contemporary Forms of Money: Bank Money 

The major part of our media of exchange consists not of cur- 
rency issued by the government but of bank notes and bank check- 
ing accounts . Such note and deposit currency may be designated 
bank money to differentiate it from money issued by the govern- 
ment. 

Central bank credit as money . Bank money falls into two 
classes: (i) the notes and deposits of the central banks (in our 
case the Federal Reserve Banks); and (2) checking accounts of com- 
mercial banks. All modern countries now have central banks 
that enjoy the privilege of note issue and hold deposits of com- 
mercial banks. These deposits are looked upon as “cash reserves’* 
by the commercial banks and are freely transferred among the 
banks in payment of debts owed to each other. Furthermore, 
these deposits in the central bank may be drawn out in cash 
(central bank notes), to meet the customers’ changing demands 
for currency. Commercial banks quite rightly look upon the 
notes and deposits of the central bank as acceptable “money.” 
Such central bank obligations, therefore, comprise what might be 
called secondary or immediate standard money, since all obliga- 
tions of commercial banks to each other and to the general public 
may in practice be liquidated by the payment of central bank 
notes or deposits and need not involve the use of the ultimate 
standard itself. The central bank, in turn, holds the gold certif- 
icates that represent the standard gold money as a reserve or basis 
for the support of its note and deposit liabilities. 

Commercial bank credit money . Commercial banks today have 
little if any note-issuing power. Nevertheless, by making loans 
and investments, they can create a large volume of bank money 
in the form of demand deposits subject to check, based upon a 
relatively small volume of cash reserves. These cash reserves, as 
we have just observed, are mainly in the form of central bank obli- 
gations. Commercial bank money, then, consists of checking ac- 
counts; and borrowers receive the proceeds of their loans in this 
form of promises to pay currency, rather than in currency itself. 
So long as banks command public confidence, their promises are 
readily acceptable and are actually superior to currency in respect 
to convenience in transfer and freedom from theft. Most com- 
mercial transactions are settled by the payment of such bank 
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money, which therefore may be said to be our principal medium 
of exchange. 

Time deposits. Some question may be raised as to the pro- 
priety of including time deposits in the category of money. Time 
deposits hardly qualify as media of exchange, since they are not 
subject to check and are not transferred from one person to an- 
other without first being converted into demand deposit or cash 
form. But in one sense they may be said to perform the function 
of money. They provide their owners with a means of storing up 
values in what is essentially liquid form. In this respect they 
differ but little from savings bonds and other securities that may 
be readily converted into cash. 

Effective money. We may define effective money as that part 
of the total supply of money and credit which may actually be used 
in making money payments. Effective money includes, there- 
fore, (1) any standard money in actual circulation; (2) notes of 
central banks that are in circulation outside the banks; (3) check- 
ing accounts; and (4) other government money issues in actual 
circulation, including subsidiary silver and other token money. 

The Monetary Structure of the United States 

Like that of other countries, the present form of our monetary 
system is the result of a more or less haphazard historical growth. 
In it one may find reminders of nearly every monetary experience 
since the Civil War. This is not to say, however, that our mone- 
tary structure has never been made the subject of careful study 
and planning. National bank notes were designed to meet prob- 
lems presented by a chaotic state bank currency. Federal Reserve 
notes, in turn, were created after serious study of the difficulties 
that arose in connection with the use of national bank notes. On 
the other hand, other parts of our money system arose out of ex- 
pediency and political compromise. The greenbacks issued dur- 
ing the Civil War and the silver dollars and silver certificates 
issued in response to political pressure of the silver interests 
well illustrate the haphazard origin of our heterogeneous cur- 
rency. 

Monetary gold . The stock of monetary gold that forms the 
base upon which our money system stands is in the possession of 
and belongs to the United States Treasury. Technically it in- 
cludes all of the gold bullion held by the Treasury as backing for 
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gold certificates (or equivalent claims) belonging to the Federal 
Reserve Banks, plus the small amount of gold held as reserves 
against the outstanding United States notes (greenbacks) and 
Treasury notes of 1890. This stock of gold bullion constitutes 
the bulk of the monetary gold within the country. But there 
are inside the country two important classes of monetary gold 
that cannot properly be considered a part of the monetary gold 
base. First, some gold is often held under “earmark” for foreign 
central banks or governments, and therefore does not constitute 
a part of our monetary gold supply. Second, the Treasury holds 
free gold against which gold certificates have not been issued and 
which is not set aside as reserve for other paper money. This 
gold, amounting to over $1,000,000,000 in 1949, is a part of the 
general funds of the Treasury and has been accumulated in a num- 
ber of ways. Some accrues out of current gold purchases paid for 
out of existing Treasury funds. Later, such gold is normally used 
as a basis for the issue of gold certificates and thus eventually be- 
comes incorporated into the monetary system, Most of the free 
gold arose originally as profit that the Treasury derived from 
devaluing the dollar in 1934. Most of this profit was at first 
placed in the Stabilization Fund. Now it represents gold remain- 
ing after the gold in the Stabilization Fund was transferred to the 
general fund of the Treasury and part of it used to pay the gold 
subscription of the United States to the International Monetary 
Fund. 

Gold coin may no longer be minted in the United States; con- 
sequently the gold is held by the Treasury in bullion form. 
Against this bullion the Treasury issues gold certificates, which 
are deposited in the Federal Reserve Banks and provide the funds 
against which the Treasury may draw to pay for the gold pur- 
chased by it. 

Other government money issues . The peculiar manner in 
which our monetary system developed has resulted in the appear- 
ance of a number of different types of nonstandard government- 
issued money. These include (1) greenbacks or United States 
notes, and a very small amount pf Treasury notes of 1 890; (2) silver 
dollars; (3) silver certificates; and (4) subsidiary silver, nickels, 
and one-cent pieces. Such money is for the most part outside of 
the Federal Reserve Banks and is an important part of the money 
in circulation. 
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Notes and deposits of the Federal Reserve Banks . As we saw 
earlier, the notes and deposits of central banks constitute a kind 
of “secondary standard money” for other banks and the general 
public. Banks settle claims among themselves by transferring de- 
posits in the central banks, and the notes of the central banks are 
accepted by the general public as the ultimate form of currency. 
The liabilities of the Federal Reserve Banks are no exception, for 
Federal Reserve notes make up the bulk of the money in circula- 
tion, and their deposits provide the media for settling claims 
among the commercial banks. 

The “effective money ” supply of the United States . As was 
said earlier, the various media of exchange actually available for 
use in making settlements or payments in business and financial 
transactions of all kinds become the “effective money” supply. 
The largest single type of effective money consists of bank de- 
posits subject to check. The bulk of the total business transac- 
tions in the United States is settled by the drawing of checks on 
such deposits. Other forms of effective money include: (1) Fed- 
eral Reserve notes; (2) silver dollars and silver certificates; (3) 
greenbacks; and (4) token money, including subsidiary silver. In 
addition, there are some national bank notes and Federal Reserve 
Bank notes which are in the process of retirement. 

Types and amounts of money in the United States, One may 
better realize the nature of our monetary system by examining the 
classification of money, which appears in Table 1. It must be 
remembered, of course, that the particular amounts given are use- 
ful primarily to illustrate the relative proportions of different 
types of money since the amounts themselves are subject to change. 

TABLE 1 

Money of the United States 
as of Nov. 30, 3949 

Standard Money and Other Government Money Issues 


1. Held by the Treasury: 

(a) Gold not held to secure gold certificates $1,205,000,000 

(b) Other Treasury cash 59,000,000 

2. Held by the Federal Reserve Banks: 

(a) Gold certificates on hand and due from the United 

States Treasury 23,2Si,000,000 

(b) Other Treasury currency 287,000,000 

3. In circulation: 

(a) Gold certificates 42,000,000 
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(b) Silver certificates 2, 11 5,000,000 

(c) Silver dollars 167,000,000 

(d) Greenbacks or tLS. notes 317,000,000 

(e) Subsidiary silver and minor coin 1,317,000,000 

Secondary Standard Money (Federal Reserve 
Bank liabilities) 

L Member banks reserve accounts $16,038,000,000 

2. Federal Reserve notes 23,373,000,000 

Effective Money (available for use of the public) 

1. Currency in circulation: 

(a) Gold certificates 42,000,000 

(b) Silver dollars 167,000,000 

(c) Silver certificates 2,115,000,000 

(d) Sxibsidiary silver coin 956,000,000 

(e) Minor coin 361,000,000 

(f) United States notes (greenbacks) 317,000,000 

(g) Federal Reserve notes 23,202,000,000 

(h) Federal Reserve Bank notes 293,000,000 

(i) National bank notes 90,000,000 


Total currency and coin in circulation $27,543,000,000 

Less currency and coin held by banks 2,443,000,000 


Net amount in actual circulation * $25,100,000,000 

2. Deposit currency, adjusted demand deposits # * $85,500,000,000 


* The figures tor currency m circulation are exaggerated somewhat because 
some has disappeared fi ora circulation through export, destruction, and the ac- 
cumulations ot collectors. 

# * Adjusted demand deposits include all demand deposits other than interbank 
and Federal government deposits, less cash items in process of collection. 


Questions for Study 

1. What does our knowledge of primitive money tell us about: 

a) The manner in which money came into use? 

b) The importance of commodity usefulness? 

c) The emergence of pure money forms having little value as 
commodities? 

2. Why were the precious metals, especially gold, used as money? 
Can you name 4 characteristics of gold which made it particularly 
well adapted to this role? 

3. What is "free coinage'? What, if any, is its present equivalent in 
the United States? How would you describe the coinage of silver 
dollars? 

4. What are the two origins of inconvertible paper money? 
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5. What is our standard money? Are the following properly con- 
sidered standard money: a) Silver certificates? b) U.S. notes? c) 
Federal Reserve notes? d) Standard gold bullion weighing 15% x 
grains? 

6. What connection is there between a) the value of standard money 
and the value of paper money substitutes? b) the value of U.S. 
notes and silver certificates? 

7. Was the standard monetary unit of the United States changed in 
1934 when the gold content of the dollar was reduced? 

8. Central banks are sometimes described as ‘‘bankers’ banks.” How 
does this apply to central bank credit money? Why can central 
bank credit be described as “secondary standard money?” 

9. What is commercial bank credit money? Why exclude lime de- 
posits from this category? To what extent do time deposits have 
monetary characteristics? 

10. What is “effective money?” Which of the following can be in- 
cluded in the effective money supply of the United States? 

a) Gold held by the Treasury. 

b) Silver certificates in circulation. 

c) Till money of banks. 

d) Adjusted demand deposits. 

e) Bank deposits in the Federal Reserve Banks. 
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Monetary Standards 


-A. country’s monetary standard is adopted by the authority 
of the State as a measure of value. The monetary standard, there- 
fore, is synonymous with standard money, which we have already 
studied. A country’s monetary system consists of its supply of 
standard money plus all of the paper and credit substitutes tied to 
and convertible into standard money. Involved in the operation 
and maintenance of the monetary system is the whole govern- 
ment mechanism established to regulate the creation of money 
and the banking system responsible for the issue of bank notes 
and the creation of checking account money. 

The Meaning of Monetary Standards 

It is customary to describe the monetary system of a country 
in terms of its standard money. Thus, when the standard mone- 
tary unit is gold, the country is said to have a gold standard system , 
or more simply is said to be “on the gold standard.” If the stand- 
ard monetary unit is defined in terms of both gold and silver, the 
system is one of bimetallism. When a country’s currency is not 
redeemable in either gold or silver, it is said to have an incon- 
vertible paper money system or a nominal currency. 

Importance of the type of monetary system. The nature of a 
country’s money system has a double significance. First, there is 
the question of its suitability for domestic requirements. Mone- 
tary systems are basically national in nature, since they are estab- 
lished and maintained by the governments of each country. 
There is no prerogative of sovereignty more jealously guarded 
than that of regulating the monetary system. It is to be expected, 
therefore, that monetary systems of all countries tend to be gov- 

2 8 
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erned by internal needs. Yet, because countries must also be 
concerned about trade with other nations, the international aspects 
of currency management cannot be disregarded. A suitable 
monetary system must therefore satisfy both domestic require- 
ments and the necessities of international trade. One of the 
great merits of the gold standard has been its capacity to provide 
a money having international acceptance and value. 

Early Monetary Standards 

The development of monetary sysLems providing standard coins 
of uniform value was the result of long and trying experience. 
Early attempts at coinage often resulted in the appearance of a 
number of separate, independent types of money, each with its 
own subdivisions. This situation resulted from the assimilation 
of the coins and coinage practices of neighboring trading states, 
from irregular minting, and from abrasion and clipping . 1 Grad- 
ually it became possible for central governments, by preventing 
debasement, to bring different coins of the same metal into a 
fixed relation to each other. But even this improvement left a 
parallel standard of two independent currencies, one of silver and 
the other of gold. With price calculations and debts made in 
either of the two currencies, the situation left much to be desired. 
A standard, uniform currency was still lacking. 

Bimetallism 

The next step in the development of currencies was to devise a 
system in which standard coins of a given value might be minted 
out of both gold and silver. In this way not only would gold 
and silver coins circulate side by side, but they would also be in- 
terchangeable. Thus, a debt calling for the payment of a given 
number of dollars could be discharged by the payment of either 
silver or gold. Both metals were given the right of free and un- 
limited coinage into standard monetary units. Such a system was 
called bimetallism . 

But certain difficulties always tended to arise under bimetal- 
lism. Its adoption required a decision as to the appropriate 
weight that should be given to each type of coin. Since both were 
to have the same nominal value and each was to be freely coined, it 


l A detailed account of the chaotic condition of early currencies can be found in 
Helfferich, Karl, Money , New York, Adelphi Co. (Greenberg), 1927, Vol. I, pp. 34-50. 
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was necessary that the relative size of coins of the two metals bear 
a close relationship to their relative value as bullion. The mint 
ratio was the relative quantities of the two metals required at the 
mint to make a standard monetary unit. Thus, a mint ratio of 
16:1 meant that the silver dollar required an amount of silver 
16 times the amount of gold in the gold dollar, and was chosen 
because it was thought to correspond to the relative bullion values 
of the two metals. But new discoveries of the metals caused 
marked disturbances in the relative values. When silver dis- 
coveries reduced the bullion value of silver, the silver dollar no 
longer contained as much bullion value as did the gold dollar. 
On the other hand, when gold discoveries reduced the value of 
gold as compared to silver, the bullion value of the gold dollar 
became less than that of the silver dollar. Such a situation in- 
vited the action of “Gresham’s Law” and led to the displacement 
of the dearer metal by the cheaper metal in the monetary system 
of the country. A similar disturbing result occurred when other 
bimetallic countries had mint ratios that differed from those of 
the country concerned. These foreign mint ratios affected the 
domestic “market” ratio. 

Gresham's Lato. In its simple form, the monetary principle 
known as “Gresham’s Law” is this: “Bad or overvalued money 
tends to drive out of circulation good or undervalued money.” 
A fuller and somewhat more correct statement is that, given a 
sufficient supply of bad or overvalued standard money with the 
characteristic of general acceptability, the good or undervalued 
standard money may be displaced by the lighter or overvalued 
money. Bad money or overvalued money is that which contains 
less bullion value for a stated face value than the good or under- 
valued money. 2 

Under bimetallism, Gresham’s Law begins to operate whenever 
the market ratio of silver to gold shifts away from the mint ratio. 
For example, if the mint ratio and the market ratio were both 
i6n, both gold and silver coins would circulate. But if silver 
production should expand enough to make silver cheaper than 


2 Sir Thomas Gresham is said to have used this principle in explaining to Queen 
Elizabeth why the new fullweight coins did not remain in circulation in the face 
of old, underweight, clipped coin. For a statement of the origin of the use of 
Gresham's name in connection with this long-known principle, see Laughlin, J. L., 
New Exposition of Money , Credit, and Prices , University of Chicago Press, 1931, 
Y6L I, pp. 51-33. 
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before, as compared to gold, so that the market ratio changed to 
17:1, it would become profitable to convert gold coin into bullion 
and to exchange it in the market for silver at 17:1. Out of the 
seventeen parts of silver thus obtained, sixteen parts could be 
made into silver coins to replace the gold coins melted, and one 
part silver would be left as a profit on the transaction* So long 
as the market ratio remained sufficiently different from the mint 
ratio to make such a profit possible, the process of displacing gold 
coins with silver would continue. If the shift in relative silver 
and gold values represented a world-wide change, the gold coins 
of an individual country acting alone on the bimetallic standard 
would almost certainly be displaced by silver without causing a 
corrective change in the market ratio. If increased gold output 
lowered the relative value of gold as compared to silver so that the 
market ratio became 15:1, the reverse of what we have just de- 
scribed would occur. Gold, being the cheaper money, would 
displace the dearer silver coins, which would be melted up and 
sold as bullion. 

Experience has shown that it is difficult for a single country to 
maintain its mint ratio equal to the markeL ratio. The latter 
fluctuates with changes in production and in the nonmonetary 
demand, whereas mint ratios, once established, are unlikely to be 
changed with any frequency. Attempts to establish and main- 
tain bimetallism, therefore, have generally resulted in an alter- 
nating standard, with first one and then the other of the two metals 
making up the currency. 

Claims made for bimetallism . Because bimetallism developed 
naturally out of the need for gold and silver currency of a uniform 
value, little reason arose to justify its original appearance. After 
its abandonment, 3 however, repeated efforts were made to re- 
establish bimetallism. Such efforts were supported vigorously by 
its advocates with appropriate arguments. 

Efforts to restore bimetallism coincided with periods of eco- 
nomic depression and falling value of silver. The reasons are 


3 England dosed its mints to the free coinage of silver in 1798 although the gold 
standard was not established by statute until 1816. The United States was on the 
bimetallic standard from 179a until 1873. The Latin Monetary Union, composed 
of Italy, Belgium, France, and Switzerland maintained bimetallism until 1878. 
Cf. Hawtrey, R. G., Currency and Credit , New Yorlc, Longmans, Green, 1928, Chap- 
ter XVI. Also see Laughlin, J. L., History of Bimetallism in the United States t 
1888, pp. 146-160. 
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easy to understand. First, if cheap silver bullion could be con* 
verted into standard coin at the old statutory price, silver produc- 
ers would obviously benefit. Second, the agrarian debtor groups* 
especially hard hit by falling prices characteristic of depressions, 
desired the free coinage of silver in the belief that it would result 
in an expanded quantity of money and higher prices. Support 
for bimetallism sometimes arose from quite a different quarter. 
When silver became cheaper the value of silver standard cur- 
rencies (of which there were a few) also became cheaper in terms 
of gold standard currencies. Persons interested in exporting to 
those countries found that a cheapening of silver increased their 
difficulties, and therefore they supported a return to bimetallism. 

Besides the support, obviously partisan, of the groups that felt 
their interests were directly involved, bimetallism found theoreti- 
cal support of a more sophisticated kind. It was argued that the 
operation of Gresham’s Law introduced a “compensatory action/’ 
Whenever one metal became cheaper, its flow into the monetary 
system would raise its bullion value. At the same time, the ex- 
pulsion of the dearer metal would reduce its bullion value. Two 
beneficial consequences might therefore be expected: (1) The two 
metals would in fact both remain in circulation, although in vary- 
ing propositions; (2) the aggregate stock of money would tend to 
be more stable than one comprised of a single metal. It was 
agreed that these benefits would be realized only if bimetallism 
were established on a wide scale — preferably on an international 
basis. 

Although bimetallism has been officially dead for many years, 
the impact of its past still is felt in modern monetary discussions. 
In our own bimetallic history, the silver dollar was too valuable as 
bullion to remain in circulation between 1834 and 1873. Yet, no 
sooner was the free coinage of silver abolished in 1873 than pres- 
sure arose for the restoration of bimetallism. The reasons lay 
in the severe depression and the accompanying drop in the bullion 
value of silver. Consequently, although bimetallism was de- 
feated, the attempt led to the adoption of (1) the Bland- Allison 
Act of 1878; and (2) its successor, the Sherman Silver Purchase 
Act of 1890. These Acts required the United States Treasury to 
make certain monthly purchases of silver for coinage into silver 
dollars, 4 Between 1878 and 1893, when finally repealed, these 


4 For a careful account of the operation and the effects of the silver purchase acts, 
see Laughlin’s Money, Credit, and Prices, Vol. 1, pp. 244-256, 
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laws were responsible for the' purchase of 459 million fine ounces, 
which were converted into 1576,000,000. This “limited” coinage 
of silver, therefore, may properly be looked on as a consequence 
of our bimetallic background that caused silver to be firmly estab- 
lished in the minds of many as an appropriate monetary metal. 
As we shall see in the next chapter, a closely analagous situation 
arose in the depression of the 1930’s. 

The Gold Standard 

In contrast to bimetallism, which involves the free coinage of 
two standard money metals — silver and gold — the gold standard 
provides only for the use of gold as the basic money metal. 
Thus, under. the gold standard, the standard monetary unit is a 
given fixed quantity of gold. Paper money and bank credit sub- 
stitutes for the standard money are maintained at par by being 
convertible into gold. Free coinage of gold, in its broader sense, 
is a necessary characteristic of the gold standard. This means 
that gold bullion can readily be converted into standard money, 
and conversely, that standard money can be converted into gold 
bullion. 

The essential characteristics of the gold standard include: 

x. The unlimited right to convert gold bullion into money, 

2. The right to convert money, both currency and coin, .into 
gold bullion for industrial uses. 

3. The right to export gold for convei'sion into foi'eign cur- 
rencies. 

The gold coin standard. Several modifications of the gold 
standard were introduced after World War I. These modifica- 
tions may best be visualized by beginning with a description of 
the old-fashioned type of gold standard, which, for purposes of 
contrast, may be called the gold coin standard. 

Under the gold coin standard, gold coins of a certain weight and 
fineness are the standard monetary units. Thus, the gold dollar 
containing 25.8 grains of nine-tenths fine gold was the standard 
monetary unit of the United States prior to January 31, 1934. 
Standard gold bullion (.900 fine) could be brought to the mint 
in unlimited quantities and be converted without charge into 
coin. At the same time, the mint would receive gold coin in 
lots of 15,000 or more and give out gold bars in exchange. 5 The 

n The gold dollar itself was not coined after 1890, except in limited amounts 
for commemorative purposes. Because of its small size, the gold dollar was in- 
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British sovereign or pound sterling contained 123.27447 grains ol 
gold eleven-twelfths line. 6 Before World War I, the French franc 
contained 4.97806 grains of gold nine-tenths fine. Under the 
gold coin standard, other forms of currency were convertible into 
standard gold coins that anyone was privileged to hoard, spend, 
export, or melt, as he saw lit. 

The right of free coinage entitled any holder of gold bullion to 
have it coined into standard coins without any quantitative limit. 
This process involved some cost, since a liule time normally 
elapsed between the bringing of the metal to the mint and the 
receipt of standard coins. Moreover, the mint frequently added 
a special charge to cover the expense of minting. In some in- 
stances, charges were in excess of the actual minting costs, with 
a resulting profit to the mint called seigniorage. In such a case, 
the face value of the coin exceeded its bullion value. 

The gold coin standard, therefore, provided for the unlimited 
conversion of bullion into standard gold coin, the conversion of 
gold coin into bullion, and the right of private citizens to convert 
other currencies into gold, and export or use either gold coin or 
bullion without restrictions save those against mutilation. 

The gold bullion standard. A change in form of the gold 
standard appeared with the English postwar gold bullion stand- 
ard. From May, 1925, when England re-established the gold 
standard, until it was forced off again in September, 1931, the 
Bank of England redeemed its notes, not in gold coin, but in gold 
bullion in amounts of not less than 400 ounces. Instead of free 
coinage, there existed the right to convert gold bullion into Bank 
of England notes. No restriction was placed upon the right of 
private citizens to hold or use gold bullion. It might be hoarded, 
used in the arts, or exported. The only essential difference be- 
tween the gold bullion standard and the gold coin standard is 


convenient and was supeiseded by the silver dollar and silver certificate. The 
most common gold coin was the double-eagle or $20 piece. In addition, there were 
the eagle or $10 piece, the half-eagle or $5 piece, and the quarter-eagle or .$2.50 
piece. Coinage of the $3.50 piece was discontinued in 1930. Annual Report of the 
Director of the Mint , 1932, p, 87. 

6 The Bank of England sold gold (eleven- twelfths fine) at the statutory price of 
£3 17s. iop£d. per ounce. The English mint would coin, without charge, one 
ounce troy of gold bullion inio £3 17s. ioi/gd, Eor the convenience of holders, 
the Bank of England bought gold bullion at £3 17s. gd. per ounce (under the 
act of 1844). The difference of li^cl. between this and the price at the mint 
represented an interest charge for the advance by the Bank. Cf. Laughlin, Money , 
Creditj and Prices } Vol. I, p. 80. 
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that the former provides no gold coin for hand-to-hand circula- 
tion. Since a substantial volume of gold was in circulation be- 
fore 1914, the gold bullion standard resulted in some economy in 
the monetary use of gold. The bank notes that replaced coin in 
circulation were not backed by a full 100 per cent gold reserve. 
France, like England, adopted the gold bullion standard when it 
resumed gold payments in 1928. The bullion feature was op- 
tional with the Bank of France, which could convert its notes into 
either bullion or coin as it chose. 

The limited gold bullion standard . The United States has 
been operating under a somewhat different type of gold bullion 
standard since the passage of the Gold Reserve Act of 1934. All 
gold coins were withdrawn from circulation and melted into bars, 
and the coinage of gold for domestic uses is no longer permitted. 
Instead, the Treasury will purchase gold bars, from licensees, at a 
fixed price of $35 per fine ounce minus a handling charge of 1/4 of 
one per cent and a small charge for assaying and testing. In re- 
turn, the seller gets Treasury drafts payable in some form of bank 
credit. In this way gold bullion can be converted into deposit 
currency. Special licensees may buy gold for industrial uses at 
$35 per line ounce plus 14 of one per cent for handling charges. 
Currency may therefore be converted into gold for industrial 
purposes, but the ordinary citizen is denied the privilege of ob- 
taining and keeping bullion. This deviation from the British 
form of gold bullion standard arose out of the gold-hoarding reg- 
ulations of 1933, when it was feared that hoarding of gold, even 
in bullion form, might prove embarrassing to our monetary sys- 
tem. Under the present arrangements, neither the ordinary citi- 
zen nor bankers may obtain gold for export. Instead, the task of 
maintaining the value of the dollar in terms of other currencies 
by the export of gold has been taken over by the Treasury. 7 

7 On April g, 1933, the President issued an Executive Order forbidding the hoard- 
ing of gold coin or bullion or gold certificates. This order was followed on De- 
cember 28, 1933, by an order of the Secretary of the Treasury under the authority 
of the Emergency Banking Act of March 9, 1933, requiting the transfer to the 
Treasury of all gold coin, bullion, or gold certificates, with a few unimportant 
exceptions. The Gold Reserve Act of 1934 empowered the Secretary of the Treas- 
ury to set the conditions under which gold may be acquired, held, transported, 
melted or treated, imported, exported, or earmarked. 

Between February 1, 1934, and October 1936, the Treasury sold gold to bankers 
for export to foreign central banks whenever the foreign exchange rates rose to 
the gold export point. On October 13, 1936, the Treasury announced that it 
would sell gold for export to foreign countries or would earmark gold for the ac* 
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This last type of limited gold bullion standard resembles but 
slightly the original gold coin standard. Nevertheless, it retains 
two essential features of any gold standard: (1) conversion of 
bullion into currency and bank credit; and (2) conversion of cur- 
rency and bank credit into bullion for industrial uses and for 
export* The uncertain manner in which such a standard operates 
under the regulations of the United States Treasury does not in- 
validate the assertion that such a standard meets the basic require- 
ments for the use of gold as a monetary base. 

The place of silver in gold standard countries . In spite of 
the almost universal adoption of gold in the modern world, silver 
retained an important role in most monetary systems. Its use 
under bimetallism was carried over to the gold standard systems, 
where it was commonly used as token money for hand-to-hand 
circulation. In the United States, the subsidiary silver coins and 
the silver dollars (and silver certificates) constitute an important 
part of the money in circulation. 

Advantages of the gold standard. The gold standard is said to 
have two main advantages over inconvertible paper currency. 
First, gold is more stable in value; second, as an international 
standard, it provides stable foreign exchange rates. 

Tire claim that gold money is more stable in value than paper 
rests primarily upon the natural limits to the available supply. 
Moreover, its durability is such that a very large part of gold 
mined in past years remains in existence, so that annual changes 
in output have but little short-run effect upon the aggregate sup- 
ply. Therefore, not only is gold scarce, but also its supply re- 
mains relatively stable. This stability in turn is reflected in a 
relatively stable value. In contrast, inconvertible paper money is 
exposed to overissue at the whim of the government. It is well 
known that the path to a balanced budget is sometimes thorny and 
easily abandoned in favor of the smoother path of paper money 


count of the stabilization funds of these countries if they, in turn, would sell gold 
to the United States. On November 24 of the same year, it announced its willing- 
ness to sell gold to treasuries or to any fiscal agent of treasuries offering to sell gold 
to the United States in return. Such sales were to be made through the Federal 
Reserve Bank of New York. Under these regulations the Treasury agreed to 
export gold to Great Britain, France, Belgium, the Netherlands, and Switzerland. 
It was clearly stated, however, that the agreement to export gold might be revoked 
upon 24 hours' notice. The sale price of gold, corresponding to the gold content 
of the dollar as fixed by the President's proclamation on January 31, 1934, was 
$35 per fine ounce plus handling charges of \/ A of one per cent. 
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expansion. The gold standard, rigorously adhered to, doses the 
door to paper money inflation. Like the redemption of commer- 
cial bank liabilities in standard money, the redemption of a na- 
tion’s currency in gold compels a quantitative restraint which will 
keep the issue “in step” with the outside world; for any excessive 
volume of currency will induce an unfavorable balance of indebt- 
edness, a loss of gold, and a retreat, to a more tenable position. 
The argument that gold is more stable than paper is weakened by 
the fact that, however great its virtues, the gold standard seldom 
is allowed to impose much restraint upon governmental fiscal prac- 
tices when the going becomes rough. At the same time, the be- 
havior of inconvertible paper during periods of wartime inflation 
is no proof that it could not prove even more stable than gold once 
it were tried under normal conditions. 

The second advantage claimed for the gold standard is derived 
from the fact that between countries it provides exchange rates 
that are determined by the relative gold contents of their respec- 
tive currencies. Before the devaluation of the dollar in 1934, the 
mint par exchange l^ate between the dollar and the British pound 
was $4.8666 per £1. This meant merely that $4.8666 contained 
as much gold as did one pound sterling. When pounds could be 
converted into exportable gold, pound drafts or bills of exchange 
drawn upon London banks or on other debtors need never be 
sold in New York for less than $4.8666 per pound, minus the cost 
of converting them into gold and shipping the gold back to New 
York. On the other hand, $4.8666 could be converted into gold, 
and the gold shipped to London and sold for a pound. There- 
fore, Americans wishing to remit funds to London need never pay 
more for pound drafts than $4.8666 plus the cost of shipping gold 
to London. Under the international gold standard, foreign ex- 
change rates cannot deviate from mint par by more than the cost 
of exporting or importing gold. These maximum and minimum 
prices of foreign bills of exchange are known as the gold points . 
This relative fixity of foreign exchange rates under the gold stand- 
ard is of no small importance. It protects traders from the hazard 
of wide fluctuations in the exchanges during the period between 
the time of the sale and the receipt of the proceeds. In addition, 
it encourages long-term foreign investment, and such investments 
played an important part in the economic development of the 
nineteenth century. 



3 8 MONETARY STANDARDS 

Difficulties arising under the gold standard . The successful 
operation of the international gold standard requires that each 
country's balance of payments be maintained in substantial 
equilibrium. This calls for adjustment of the price levels of the 
several countries to the point where imports and exports (visible 
and invisible) arc in approximate balance. In such a case, settle- 
ments between countries require only small gold shipments. So 
long as these gold movements are small and temporary in nature, 
no serious impairment in the gold reserves of any country’s bank- 
ing system will occur and the gold standard will work admirably. 
But there are times when a country’s balance of payments becomes 
so violently disturbed that a sustained and intolerable drain of 
gold is experienced and the gold standard is abandoned. To 
operate successfully, therefore, the gold standard must be free 
from too violent and sudden changes in the transactions that make 
up the debit or credit side of the balance of payments. More- 
over, it is important that a re-establishment of equilibrium in the 
balance of payments be easily and quickly achieved whenever 
disequilibrium appears. In order that this may be so, the price 
levels of the several countries must be flexible and readily respon- 
sive to a gain or loss of gold. Any development that increases the 
inflexibility of prices will therefore make the successful function- 
ing of the gold standard more difficult. A more complete ex- 
amination of the manner in which the gold standard operates and 
the weaknesses which it exhibits will be made in Chapters 30, 31, 
and 37. 


The Gold Exchange Standard 

The principle of the gold exchange standard is a simple one. 
In its more formal types, it was designed to permit silver stand- 
ard countries to enjoy the advantage of having their currencies so 
tied to the international gold standard as to provide fixed rates 
of exchange while retaining the traditional or customary silver 
currency for domestic use. Without some device for maintaining 
fixed exchange rates on gold standard countries, silver-using coun- 
tries were in the awkward position of seeing the value of their 
currencies in terms of gold currencies fluctuate with the changes 
in the gold value of silver bullion on the world’s bullion markets. 
This fluctuation was unimportant so long as international bimet- 
allism, even on a limited scale, helped to maintain a fairly stable 
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ratio between the market value of the two metals. It became 
more acute during the last quarter of the nineteenth century, 
when silver began to drop sharply in value. A shift to a com- 
plete gold standard by such countries would have been both un- 
duly expensive and in conflict with the monetary habits o£ the 
people. The gold exchange standard was the answer to the 
problem. 

For convenience, the gold exchange standard systems may be 
divided into two classes. The first, typified by the original Philip- 
pine system, was automatic or nearly automatic in its operation 
under established rules. The second, represented by the Euro- 
pean systems of the lgso’s, was the managed type operated under 
the discretionary control of central banks. 

The Philippine gold exchange standard . The automatic type 
of gold exchange standard may he easily understood by examining 
the system organized for the Philippine Islands s in 1 903. The 
uncoined gold peso, worth fifty cents in United States currency, 
was made the standard monetary unit. Local currency consisted 
of the silver peso, made light enough to insure against melting, 
and Philippine Treasury certificates redeemable in silver pesos. 

To maintain the parity of the silver peso with the theoretical 
gold peso ($.50), the Philippine Government maintained a Gold 
Standard Fund, part of which was held in Manila and part de- 
posited in a New York bank. The Insular Treasurer was re- 
quired to sell drafts on the gold standard fund in New York at the 
rate of two pesos to one dollar. The New York depositary bank 
in turn was required to sell drafts on the Philippine Treasury 
Fund in Manila at the same rates. 

Philippine importers obtained foreign exchange by offering 
pesos to the Insular Treasurer for the purchase of drafts on the 
New York fund. Philippine imports, therefore, caused both a 
decline in the New York fund drawn against and a shrinkage of 
Philippine domestic currency in circulation. Philippine export- 
ers, on the other hand, offered foreign exchange drafts for sale to 
the Insular Treasurer in exchange for pesos. Exports, therefore, 
tended both to replenish the fund in New York and expand the 
circulation of domestic currency. So long as exports and imports 

8 For a complete account of the Philippine gold exchange standard, see E. W. 
Kemmerer’s authoritative work, Modern Currency Reforms , New York, The Mac- 
millan. Company, 1916, Chapters V-IX. 
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were equal in value, the domestic circulation and the New York 
fund remained unchanged. When exports were in excess of im- 
ports, more pesos flowed out of the Treasury fund into the Philip- 
pine monetary system, lending to raise the level of internal prices 
and to restore equality of imports and exports. In case the 
Manila fund became exhausted by excessive exports, more silver 
could be bought out of the increased New York fund and coined 
into pesos, or Treasury certificates could be issued against the 
New York funds. On the other hand an excess of imports caused 
a decrease in the volume of circulating* currency. This in turn 
tended to reduce the internal price structure, reduce imports, and 
stimulate exports. Thus the system tended to work automatically 
under the established rules. Only when the government made 
the mistake of depositing part of the Manila fund in the Manila 
banks, and thus failed to withhold from circulation the pesos paid 
in by importers, did trouble arise. 9 

When the dollar was devalued in 1934, the Philippine gold 
peso was abandoned and the peso was made redeemable only in 
$.50 worth of New York exchange. It thus formally became a 
“dollar exchange* 1 rather than a gold exchange standard. 10 

After World War II, the Philippine monetary system was modi- 
fied by the abandonment of the old regulations designed to tie 
the peso automatically to the United States dollar. A new central 
bank was established with the duty of maintaining the external 
value of the peso 11 at $.50. The present system is the managed 
or discretionary type, which we shall examine a little later. It 
has the merit of relieving the domestic economy of the Philippines 
from the shock of severe currency shrinkage resulting from tem- 
porary and irregular variations in the country's balance of pay- 
ments. 

Other countries before 1914 made use of the gold exchange 
standard. The most important example was India, which 
through administrative order, adopted a de facto gold exchange 
standard. 12 The Indian currency, consisting of small coins, silver 

9 Hearings Before the Committee on Banking and Currency , U. S, Senate, S3486, 
"Philippine Currency Reserves," February 27 and March 5, 1936. 

10 This change was accomplished by legal enactment on March 16, 1935. 

11 Cf. “The Philippine Central Bank Act," Federal Reserve Bulletin, August 1948. 

12 The Indian mints were closed to the free coinage of silver in 1893. After 

1898, the Calcutta government sold sterling drafts for rupees at per rupee 

and sold rupee drafts in London at not over per rupee. Because ol’ the 



MONETARY STANDARDS 


<t* 

rupees, and government issued notes, was convertible into sterling 
drafts drawn on London. 

Managed gold exchange standards of the 1920's. As a step in 
the re-establishment of a world gold standard alter World War I, 
the gold exchange standard was adopted by a number of countries 
One marked difference existed beLween the systems developed 
during the 1920’s and the old Philippine type. The latter was 
designed to operate automatically to maintain an equality between 
imports and exports. In contrast, the systems established in the 
1920’s were adjuncts of the central banks of the respective coun- 
tries and were under central bank management and control. 
Therefore, an excess of exports, which tended to add to the cur- 
rency reserves of the country, could be offset by credit restriction 
by the central bank. Similarly, an excess of imports, which 
tended to reduce the currency reserves of the banks, did not nec- 
essarily force a monetary shrinkage if the central bank chose to 
offset the loss of cash by an expansion of its own credit. It was 
necessary, therefore, that the central hanks watch the size of their 
foreign reserve funds and adapt their credit policy to the protec- 
tion of these reserves. An undue fall in foreign exchange re- 
serves called for a restrictive credit policy and internal deflation, 
whereas expanding foreign exchange reserves permitted some 
relaxation of domestic credit. 

Reasons for the gold exchange standards of the 192,0" s. Two 
serious problems confronted the countries that wished to return 
to the gold standard during the ig2o’s. First, there was the ques- 
tion of what gold parity should be undertaken. Second, there 
was the problem of accumulating a sufficient supply of gold to 
enable them to fulfill their promises of redemption of their cur- 
rencies at the gold parity agreed upon. The first question was 
directly related to the whole problem of equilibrium exchange 
rates, which will be examined in a later chapter. A partial an- 
swer to the second question was sought by some countries in the 
adoption of a form of the gold exchange standard. 

The gold exchange standard has several advantages. Because it 

great demand for Indian exports during World War I, the price of rupee drafts 
and the silver comprising the rupee rose to over 22d. and India was in effect on 
a free silver standard again. After 1924 the exchange value of the rupee was 
maintained at i8d,, and when England abandoned gold in 1991 the rupee became 
a sterling exchange standard. See Report of the Royal Commission on Indian 
Currency and Finance , 1926, Vol. I, p. 1. 
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involves the use of some form of token money for circulation, gold 
need not be accumulated for that purpose. In this respect the 
gold exchange standard resembles the gold bullion standard. Fur- 
ther, the resumption of gold sometimes required the borrowing of 
substantial sums in the more powerful money centers of the world. 
To withdraw these borrowed funds so that they might be held as 
gold reserves of the borrowing country’s banking system would 
deplete somewhat the gold reserves of the lending countries. But 
if the proceeds of these loans were left on deposit in the banking 
system of the lender, the loan could be obtained on more favor- 
able terms. Finally, reserve funds held abroad frequently earned 
interest, whether in the form of deposits in banks or in the form 
of investments in bankers’ acceptances and other liquid securities. 
An important feature of the postwar gold exchange standards was 
the right of the central banks, in most instances, to redeem their 
notes in either gold or foreign exchange. 13 In satisfying legal re- 
serve requirements, they were allowed to count funds held in 
gold standard countries. 

The postwar development of the gold exchange standard was 
expected to aid materially in economizing gold. To be sure, ear- 
marking of gold abroad provided no double use of gold and there- 
fore no economy. But to count as central bank reserves funds de- 
posited in foreign banks or invested in foreign money markets does 
afford some gold economy. In this connection, three possibilities 
are presented. First, reserve funds may be deposited in foreign 
central banks. In this case, the amount of gold tied up in the 
depositary bank depends upon the legal or customary reserve 
ratios maintained by it against its deposits. Theoretically, a dol- 
lar deposited in the Federal Reserve Bank of New York would 
require 25 cents in cash reserve, but in fact the reserve bank 
normally carries reserves against deposits that are substantially 
greater than the 25 per cent required by law. In any event, less 
gold is tied up as reserve against the deposits of foreign central 
banks than would have been lost if the gold had been taken abroad 
and held in the vaults of the foreign bank. Second, foreign banks’ 


13 in cases where central banks were given the option o£ redeeming notes in 
gold or foreign exchange, the system was not a pure gold exchange standard. The 
central banks of Danzig and Estonia were required to redeem their notes exclu- 
sively in foreign exchange. Mlynarski, F„ The Functioning of the Gold Standard , 
League of Nations, 1931, pp. 8-9. 
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reserves may be deposited in big commercial banks. Clearly, the 
economy in gold is considerably greater when such funds are de- 
posited in a New York City commercial bank than when they are 
deposited in the Federal Reserve Bank of New York. For gold 
reserves behind member bank deposits are correspondingly smaller 
than those behind the deposits in the reserve banks. Third, if 
reserve funds of foreign central banks are invested in acceptances 
and other short-term securities found in the money markets of the 
depositary country, no gold reserves whatever are involved. 

Objections to the gold exchange standard. The gold exchange 
standard has certain objectionable features that must be men- 
tioned. (1) Because a depositary country, holding reserves of for- 
eign central banks, may not lose gold in the face of an excess of 
imports, the decline in its price level needed to reduce imports 
and stimulate exports and thus restore equilibrium in the balance 
of payments may be unduly postponed. (2) The widespread use 
of the gold exchange standard encouraged the accumulation of 
large amounts of foreign owned short-term funds in the depositarj 
countries. The existence of these funds exposes the monetary 
and banking systems of the depositary countries to the hazard of 
entirely unpredictable gold drains. Any loss of confidence in the 
safety of foreign-held reserves will precipitate their withdrawal. 
The experiences of 193 1-1932, when different money markets of 
the world were in turn subject to extremely heavy pressure of this 
sort, give abundant proof of the damaging nature of such with- 
drawals. It was just such a movement that forced England to 
abandon the gold standard in September 1931, and it was only by 
virtue of its very large gold reserves that the United States was 
able to withstand similar pressure in 1932. Of course, it must 
not be taken for granted that the whole blame for the existence of 
highly dangerous short-term balances rests upon the gold exchange 
standard. Speculation in foreign exchange and the search for 
security from currency depreciation caused the appearance of a 
large volume of such funds. 

A third objection to the gold exchange standard is the danger 
that a suspension of gold payments by the country in which reserve 
balances are deposited might cause serious losses to the foreign 
central banks owning such deposits. This risk is well illustrated 
by the sharp losses suffered by the Bank of France on its London 
balances when England suspended gold payments in 1931. Ex- 
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Chart i. Deviation of Exchange Rates of Representative Sterling -Area 
Countries Away from Gold Parities of 1929- 1939 Gold Parity— 100. 

Source: League or Nations, Monetary Reviezu , 1937, pp* 113-113* 


periences since 1929 will increase the reluctance of central banks 
to carry reserves in the form of deposits in foreign banks. 14 


14 For a discussion of the good and bad features of the gold exchange standard, 
see the League of Nations, Selected Documents Submitted to the Gold Delegation > 
1930, "Reform of the Gold Exchange Standard,” by Dr, Feliks MlynarskL 
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Paper money exchange standards. When England abandoned 
the gold standard in 1931, a number of other countries having 
close commercial ties with her took similar action. Because of 
their trade relations with England, they soon found it advan- 
tageous to maintain a fairly fixed exchange ratio between their 
own currencies and the pound sterling. They elected, therefore, 
to tie their currencies to the depreciated paper pound rather than 
to try to ding to the gold standard. The central banks of these 
countries maintained reserves in the form of London balances. 
The procedure was almost identical with that under the postwar 
gold exchange standard, except that their currency was main- 
tained at a fixed relation with and was convertible into paper 
pounds instead of a gold standard currency. Further, unlike the 
gold exchange standard, the parities maintained with sterling 
were not rigidly fixed but were allowed to shift somewhat as na- 
tional interest seemed to dictate. England and the countries that 
tied their currencies to the pound were popularly known as the 
sterling area . Chart 1 shows the relation of the currencies of some 
of these countries to the pound. It clearly shows that the tie-up 
with sterling was at best a loose one. In general, countries not 
under British control allowed their currencies to depreciate some- 
what more than did the pound before beginning their stabilizing 
efforts. Moreover, if it later seemed desirable, still further de- 
predation was permitted. 15 This arrangement should not be 
confused with the wartime system of exchange control and trade 
agreements referred to as the sterling bloc and the postwar ster- 
ling area arrangements. 

Managed Paper Standards 

Many unkind things have been said about inconvertible or fiat 
paper currency. This is hardly surprising when we remember 
the circumstances surrounding most of the world’s experiences 
with such standards. One need only recall the French assignats, 
the Continental currency of our own Revolutionary War, the Civil 
War greenbacks, and modern postwar monetary experiences to 


15 For more detailed information as to the actual rates of exchange between the 
pound and other sterling-area currencies, see the League of Nations, Monetary Re- 
view, 1936-37, 1937, pp. 19-22. Thirteen countries were listed as being in the 
sterling area. They were: Sweden, Finland, Denmark, Norway, New Zealand, 
Portugal, Japan, South Africa, Siam, India, Australia, Estonia, and Argentina. 
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understand the skeptical attitude toward papei money. To the 
average person, it is synonymous with uncontrolled and uncon- 
trollable price inflation, with all its connotations. But to no small 
degree this unsavory reputation is the result of an association 
with difficult and troublous times. In a world wedded to the 
ideal of a gold or other metallic standard, inconvertible paper was 
often used only as a last resort when economic and political cir- 
cumstances were so distorted as to make adherence to metallic 
standards untenable. Thus, inconvertible paper money has in- 
herited a reputation in economic thinking that is by no means 
entirely deserved. But the favorable experience of England and 
the sterling-area countries after 1931 has helped dispel a great 
deal of suspicion formerly held by .conservative persons. 

Today as never before, statesmen and economists are seriously 
pondering the possibilities of providing their individual countries 
with a money mechanism more satisfactory than gold. Many have 
come to believe that inconvertible paper under normal circum- 
stances and intelligent control might provide greater stability of 
prices and business activity than is provided by gold, which at best 
is only a fair-weather standard. 

There are two distinct differences between the various monetary 
standards we have been considering and a pure paper or fiat cur- 
rency standard. First, the pure paper currency, having no direct 
tie-up, through redemption, to gold or silver, is in no way con- 
fined by the natural limits in the quantity of those metals. The 
only restraint, therefore, on the issue of the pure paper currency 
is the conscience of the issuing government. Should the govern- 
ment start to follow the primrose path of inflation, it would be un- 
deterred by the limitations on monetary expansion imposed by a 
grim necessity of maintaining convertibility into gold. Second, 
pure paper currency is strictly nationalistic in form. Unlike gold 
standard currencies, it cannot be converted into gold for export 
to foreign countries. Hence its value in terms of foreign cur- 
rencies is uncertain and unstable. In other words, foreign ex- 
change rates are no longer tied automatically to the relative gold 
contents of the respective currencies, but instead are free to shift 
about in response to changes in supply and demand. 

The advantages of pure paper standards. The primary advan- 
tage claimed for the pure paper standard is its susceptibility to 
management. Management of the gold standard is limited by 
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the necessity of keeping the price level in its proper relation to 
prices in the rest of the world. No such limitation applies to 
the attempts to manage pure paper currency, for equilibrium in 
trade relations with foreign countries is achieved simply by allow- 
ing the exchange rates to change appropriately. With a pure 
paper currency, therefore, the monetary authority might pursue a 
policy of price stabilization or control best calculated to promote 
full employment and business stability. Outside price movements, 
both cyclical and secular, might then be completely disregarded. 
Further, the use of a pure paper currency frees the country 
from the distressing deflationary effects of heavy gold drains, 
which become cumulative in times of severe world-wide depres- 
sions. 

Objections to pure paper currency. The most serious objection 
to the use of managed paper currency is the certainty that it would 
lead to exchange instability whenever external prices moved more 
than domestic managed prices were permitted to move. Ex- 
change instability is a serious defect. It invites speculation and 
therefore requires exchange controls to counteract the speculator 
who would otherwise magnify the normal fluctuations. This 
means that some agency — either the central bank or a government 
operated stabilization fund — will have to be prepared to buy and 
sell foreign exchange at rates that permit normal trade with for- 
eign countries. Only in this way can undue fluctuations arising 
from seasonal and speculative factors be avoided. Without a 
reasonable degree of short-run exchange stability, foreign traders 
are embarrassed. Moreover, the uncertainty as to the rates of ex- 
change increases the hazards of long-term international lending. 
Along with the positive weaknesses of the pure paper standards, 
one must not neglect the fact that many of the advantages claimed 
for managed paper currency are not at all certain of realization. 
It is by no means certain that either our instruments of monetary 
control or our standards of monetary policy will prove successful 
in our attempts to ward off economic instability and unemploy- 
ment. 

We are not yet ready to study the detailed workings of the Inter- 
national Monetary Fund established under the Bretton Woods 
Agreements. But it is worth noting that the Fund allows the use 
of either gold standard or inconvertible paper currencies by the 
member countries. At the same time, it introduces an effective 
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means of providing basic short-run stability of exchange rates 
among them. 


Questions for Study 

j, A country's monetary standard must be judged by its suitability 
both for domestic use and international trade. Why is this so? 

2. Can you explain why Gresham's Law came into operation so often 
under bimetallism? 

3. What theoretical arguments have been raised in favor of bi- 
metallism? 

4. Historically, what has been the source of the support for the sub- 
stitute of bimetallism for the gold standard? 

5. How is bimetallism related to the presence of silver certificates and 
silver dollars in our currency? 

6. What minimum requirements should be fulfilled if a country is 
to be said to be on the gold standard? To what degree does the 
United'States system qualify? Do you agree with those who argue 
that a genuine gold standard must provide the right for citizens 
to hold gold coin? 

7. Distinguish between the reasons for the adoption of the gold 
bullion standard by England in 1925 and those behind the present 
system in the United States. 

8. Examine carefully the merits of gold as the basis of a) the currency 
of a single country like the United States and b) the currencies of 
all of the important trading countries. 

9. In order for a world gold standard to be workable and tolerable, 
disturbances in trade and price levels must be held to small pro- 
portions. Explain why. 

10. Before World War II why was the Philippine gold exchange 
standard automatic in its operation? How did the introduction 
of the managed type since the war change this? What benefits 
and what iisks attend the managed type which are absent in the 
automatic type? 

1 1, Can you explain the reasons for the adoption of the gold exchange 
standard (managed type) by various European countries in the 
i92o's? What weaknesses appeared? 

is. Chart 1 shows the existence of the sterling area of the i93o's. How 
did it compare with the gold exchange standard systems of the 
1920's? 

13. Why are managed paper currencies so often looked upon with 
suspicion? What advantages may be claimed for them? 



4 


The United States Monetary System 
Since 1933 


During the bitter days of bank and business failure, price 
deflation, and economic distress preceding the bank holiday of 
March 6, 1933, the United States dung steadfastly to the gold 
standard. The lukewarm recovery efforts of the Hoover admin- 
istration, such as open-market security purchases, rediscount rate 
reductions by the Federal Reserve Banks, and some assistance to 
embarrassed financial institutions, had failed dismally in the face 
of continued bank runs and bank failures. The New Deal Ad- 
ministration assumed office March 4, pledged to take effective 
measures to relieve the depression and restore prosperity. It is 
not surprising, therefore, that a good deal of experimentation and 
change occurred. Some of this left permanent imprints on the 
American monetary system. Some of the changes have been 
severely criticized, especially by conservative banking and mone- 
tary students. We cannot, at this time, examine the extensive 
arguments for and against what was done in the attempt to pro- 
mote recovery and re-establish confidence in the banking system. 
A discussion of the economic effects of such changes as the devalua- 
tion of the dollar must wait until our study of exchange deprecia- 
tion, which will come later. At this point we can only take note 
of the changes that took place and the immediate reasons offered 
for making them. 

As is likely to happen in periods of change, a good many incon- 
sistencies found their way into the monetary laws and the mone- 
tary structure, Perhaps, in time, a general oyer-all reform or our 
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monetary and banking legislation will remove these inconsist- 
encies. In the meantime, they remain to confuse and annoy stu- 
dents who wish logic and order in their thinking. 

New Deal Emergency Measures 

The antihoarding regulations of March 6, 1933. As a part of 
the proclamation relative to the bank holiday, baihcs were pro- 
hibited to pay out, export, earmark, or permit the withdrawal 
or transfer in any manner or by any device whatsoever of gold or 
silver coin, bullion, or currency, or take any other action that 
might facilitate hoarding. In addition, banks were not permitted 
to carry on any foreign exchange transactions. 1 On March 10, 
when the Secretary of the Treasury was authorized to permit the 
reopening of banks, banks were not allowed to pay out gold or 
gold certificates except under authorization of the Secretary of 
the Treasury, nor were they allowed to pay out any currency for 
hoarding. The export of gold was permitted only under license 
issued by the Secretary of the Treasury, and foreign exchange 
transactions were limited to normal nonspeculative purposes. 

Although these regulations prohibited banks from paying out 
money for hoarding purposes, it was not until April 5 that hoard- 
ing of gold and gold and silver certificates was directly placed 
under a ban. The Executive Order of that date required that all 
gold coin, gold bullion, and gold certificates be delivered to the 
Federal Reserve Banks, either directly or through member banks. 
The only exceptions to this order were (1) gold required for 
“legitimate and customary use in industry, profession or art within 
a reasonable time”; (2) gold coin and gold certificates in amounts 
of not over $100 belonging to any one person, 2 and gold coins hav- 
ing a recognized special value to collectors of rare and unusual 
coins; (3) gold coins and bullion earmarked or held in trust for a 
foreign government, foreign central bank, or the Bank of Inter- 
national Settlements; (4) gold coin and bullion licensed for other 
proper transactions, including gold coin and bullion imported for 
re-export or held pending action on applications for export li- 


1 This proclamation was made under the authority of a wartime act of October 
6, 1917. The Emergency Banking Act of March 9, 1933, confirmed and extended 
the President's authority duiing the emergency. 

2 This privilege was revoked by order of the Secretary of the Treasury, Decem- 
ber 28, 1933. 
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censes. Under the same Executive Order, any person becoming 
the owner of any gold coin, gold bullion, or gold certificates after 
April 28, 1933, was required within three days to deliver such to 
the Federal Reserve Banks or to member banks, which in turn 
were required to deliver them to the Federal Reserve Banks. 

Regulations on foreign exchange and gold exports . Foreign ex- 
change dealings were temporarily ended by the bank holiday 
proclamation. The Executive Order of March 10 authorizing the 
Secretary of the Treasury to license the reopening of the banks 
permitted the resumption of normal nonspeculative foreign ex- 
change transactions, but allowed gold exports only “in accordance 
with regulations prescribed by or under license issued by the 
Secretary of the Treasury.” Following the reopening of the 
banks, permission to export gold for legitimate purposes appears 
to have been freely granted until April 18. After that date, ex- 
port licenses were refused, in keeping with the newly developed 
policy of cutting loose the value of the dollar from that of 
gold. 

The Abandonment of Gold 

The reasons for the abandonment of gold. Before April 20, 
1933, the external or foreign exchange value of the dollar was 
maintained close to its gold parity by the willingness of the Ad- 
ministration to permit gold exports to take place freely. To 
understand the reversal of this policy one must turn to the Ad- 
ministration’s internal problems. When President Roosevelt took 
over the reins of government on March 4, the banking system was 
in a state of collapse and business was almost at a standstill. By 
drastic efforts the difficult banking situation was successfully dealt 
with and domestic confidence in banks was restored. But there 
remained the problem of business stagnation, unemployment, and 
the burden of debt that threatened to wipe out the equities of 
large numbers of farmers, businessmen, and home owners. Since 
September, 1931, wholesale prices had fallen 15 per cent, and 
farm prices had fallen 26 per cent. In contrast to the favorable 
price behavior in countries that abandoned gold in 1931, the ex- 
perience with gold standard prices in the United States was far 
from satisfying. It is not surprising, therefore, that the Admin- 
istration attempted to escape further deflation by suspension of 
the gold standard. 
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Removal of the right to export gold . On April 20, 1933, an 
Executive Order was issued that had the effect of definitely 
repudiating previous actions in permitting gold to be exported 
to maintain the exchange value of the dollar at its gold parity. 
This order expressly prohibited earmarking gold for foreign ac- 
counts and the export of gold or gold certificates, but the Secretary 
of the Treasury might allow the export of gold already earmarked 
for foreign governments and banks. He might also authorize the 
export of gold for other transactions that he deemed necessary to 
promote the public interest, provided the President gave approval. 
This order marked the end, for the time being, of attempts to 
maintain the gold value of the dollar. In effect it marked the 
abandonment of the gold standard. 

Following the abandonment of gold on April 20, the foreign 
exchange value of the dollar in terms of gold francs fell 10 per 
cent, and during the month of May the exchange value of the dol- 
lar fluctuated around 85 per cent of parity in terms of gold cur- 
rencies. On July 3, Secretary Hull, attending the World Eco- 
nomic Conference of 1933, presented a statement from President 
Roosevelt in which lie condemned the “specious fallacy” of at- 
tempting to achieve what he called a temporary and artificial for- 
eign exchange stability rather than seeking suitable and stable 
purchasing power. 3 Under the impact of this rejection of a policy 
of exchange stability, the speculative pressure mounted against 
the dollar, driving it to a discount of 30 per cent below parity in 
July and 35 per cent in September. 

The gold purchase plan . The spring and summer spurt in 
business activity began to subside in early autumn. Commodity 
prices began to recede with farm prices declining from a July 
high of 62.7 to 54.2 by the third week of October. At the same 
time industrial production fell off 24 per cent from the July high. 
Clearly the administrative efforts at inflation, the NRA, and the 
abandonment of gold were proving insufficient to produce a con- 
tinuous improvement in business. Some new stimulus to prices 
and production was therefore in order if the promises of the Ad- 
ministration to provide recovery were to be fulfilled. The fall 
in farm prices brought with it increased agricultural discontent. 
Farmers’ strikes appeared in protest against mortgage foreclosures. 


8 On this point see Hodson, H. V., Slump and Recovery 3 1929-37, New York, 
Oxford University Press, 1938, Chapter VI, 
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The pressure for inflation was increasing, and the President, in 
his broadcast speech of October 22, promised that prices would be 
raised. “If we cannot do it one way, we will do it another/' he 
said* The specific method that he proposed to use was the lower- 
ing of the gold value of the dollar through the purchase of gold by 
the Reconstruction Finance Corporation at prices somewhat above 
the statutory price of $20.67 per fine ounce. 

The first step in the accomplishment of the purpose of the Ad- 
ministration to raise the dollar price of gold was taken on Octo- 
ber 25, when the Reconstruction Finance Corporation announced 
the purchase of domestic mined gold at $31.36 per fine ounce. 
Domestic gold miners had already been permitted to sell gold 
abroad at a price above the statutory price of $20.67. This pro- 
cedure was made possible by an Executive Order of August 29, 
1933, which authorized the RFC to receive gold from domestic 
mines on consignment for sale to domestic licensees or for export. 
Because the dollar at that time was at a discount of about 30 per 
cent in terms of the gold franc, American mined gold could be 
sold abroad at a price varying around $30 per fine ounce. On 
October 29, the RFC announced that it would buy foreign as 
well as domestic gold; and the price quoted from that time on 
was gradually raised, reaching $33.56 on November 14, $34.06 
on December 18, and $34.45 on January 16, 1934. Actually, 
only relatively small amounts of gold were purchased by the 
RFC, 

The question may be raised as to whether or not these small 
purchases of gold by the RFC were responsible for the fall in the 
exchange value of the dollar that accompanied them. For in- 
stance, the speculative outflow of short-term capital that occurred 
in November forced the value of the dollar to a discount some- 
what greater than was justified in the light of the current price 
paid for gold. Later, when the speculative movement against the 
dollar was reversed with a slowing up of efforts to depreciate it, 
the exchange value of the dollar rose to a point considerably 
above its current gold price. Such differences between the ex- 
change value of the dollar and the price paid for gold by the 
RFC could not have occurred had the RFC maintained anything 
like a free and effective gold market at its announced price. One 
may conclude, then, that the price paid for gold by the RFC was 
more important as an indication of the future intentions of the 
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Administration than as a direct determinant of the rate of ex- 
change. 4 


Congressional Action 

Abandonment of gold and the introduction of the gold purchase 
scheme, mentioned above* were carried out under the authority 
of Executive Orders of the President under powers granted by 
legislation going back to World War I. Congress also enacted 
new legislation designed to meet the emergency and to combat 
depression and unemployment. 

The Emergency Banking Act of 1933- On March 9, 1933, Con- 
gress passed the Emergency Banking Act which confirmed and ex- 
tended the President’s authority. It authorized the President to 
regulate or prohibit foreign exchange transactions, to prohibit the 
export or hoarding of gold, and other currency, and authorized 
the Secretary of the Treasury to call in all gold coin, bullion, and 
gold certificates when deemed necessary to protect the currency. 

The Thomas Amendment to the AAA . 5 6 Title III (known as 
the “Thomas Amendment”) of the Agricultural Adjustment Act 
of May 12, 1933, conferred upon the President a number of discre- 
tionary inflationary powers. Included in this Amendment were 
the following provisions: 

1. The President was authorized to direct the Secretary of the 
Treasury to agree with the Federal Reserve Board and the Fed- 
eral Reserve Banks that the latter purchase and hold additional 
United States obligations to the amount of $3,000,000,000. Such 
purchases increase the reserves of commercial banks and therefore 
tend to encourage bank loan expansion. If such added open- 
market purchases should result in any impairment of the legally 
required reserves of the Federal Reserve Banks, no penalty was 
to be applied for such deficiency. 

2. The President was authorized to direct the Secretary oT the 
Treasury to issue currency in the form of United States notes 
(greenbacks) to an amount of not over $3,000,000,000 for the pur- 
pose of retiring interest-bearing United States obligations. Provi- 
sion was made for the retirement of such notes at the rate of 4 
per cent per year. This power, never exercised, was terminated 
on June 12, 1945. 


4 CE, Pasvolsky, Leo, Current Monetary Issues , Washington, D. C., Brookings Insti- 

tution, 1933, p. 112. 

6 For the text of die Thomas Amendment., see the xinnual Report of the Federal 
Reserve Board, 1933, pp. 267-268. 
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3. The President, was authorized to establish bimetallism with 
unlimited coinage of gold and silver at a ratio which he might fix. 

4. The President was authorized to reduce the weight of the 
gold dollar to not less than 50 per cent of its gold weight. This 
was amended by the Gold Standard Act of 1934. 

5. The President was authorized, for a period of six months, 
to accept silver in payment of intergovernmental debts to an 
amount not to exceed $200,000,000. Silver certificates or silver 
coin might be issued by the Secretary of the Treasury to the 
amount of the debts so paid, 

G. All coins and currency issued under the authority of the 
United States were made full legal tender. This was modified 
by the Joint Resolution of June 5, 1933, to include specifically 
under the legal tender provisions Federal Reserve notes, Federal 
. Reserve bank notes, and national bank notes. 

Only two immediate changes resulted from the passage of the 
Thomas Amendment: (1) All currency and coin became legal 
tender thus correcting the anomalous situation created by the 
antihoarding regulation of April 5, 1933, making it illegal to 
hold gold or gold certificates, which up to then had constituted the 
bulk of the legal tender money of the country. (2) A small 
amount of silver was received from abroad on war debt payments. 
No other discretionary powers were exercised until January 31, 
1934, when the President devalued the dollar under the authority 
of the Thomas Amendment as amended by the Gold Reserve Act 
of 1934. The power to establish bimentallism expired, unused, 
on June 30, 1943. 

The Gold Reserve Act of 1934- The Thomas Amendment of 
the AAA, of May 12, 1933, authorized the President to reduce 
the gold content of the dollar by 50 per cent. This authorization 
was optional rather than mandatory and was not at that time 
made the basis for administrative action. Instead, the gold-pur- 
chase policy was used in an attempt to raise prices. In January, 
1934, a decision was reached to try the stronger remedy of out-and- 
out devaluation of the dollar. To this end. Congress passed the 
Gold Reserve Act of 1934 which became effective on January 30. 
The important provisions of this Act may be summarized as fol- 
lows: 0 

1. The title to all gold coin and bullion was vested in the 
United States Treasury. 

6 For the text of the Gold Reserve Act of 1934, see the Federal Reserve Bulletitii 
February, 1934. 
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3. The Federal Reserve Act was amended (a) to make Fed* 
eral Reserve notes redeemable in lawful money instead of gold 
certificates and ( b ) to require the Federal Reserve Banks to sub- 
stitute the use of gold certificates in place of gold in satisfying the 
reserve, collateral, and redemption fund requirements for Federal 
Reserve notes. 

3. The Secretary of the Treasury was authorized, with the ap- 
proval of the President, to “prescribe the conditions under which 
gold may be acquired and held, transported, melted or treated, 
imported, exported, or earmarked: (a) for industrial, professional, 
and artistic uses; (b) by the Federal Reserve Banks for the pur- 
pose of settling international balances; and, (c) for such other 
purposes as in his judgment are not inconsistent with the pur- 
poses of this Act A 

4. Gold coinage was prohibited and gold coin withdrawn from 
circulation and melted into bars. 

5. United States currency was made redeemable in gold only 
as permitted by regulations of the Secretary of the Treasury ap- 
proved by the President. 

6. Any increases or decreases in the value of gold held by the 
Treasury as a result of changes in the weight of the dollar were to 
be added to or subtracted from the gold bullion holdings of the 
Treasury’s general fund. 

7. With the approval of the President, the Secretary of the 
Treasury was authorized to purchase “gold in any amounts, at 
home or abroad, . . * at such rates and upon such terms and 
conditions as he may deem most advantageous to the public in- 
terest. . . 

8. The Secretary of the Treasury was authorized to “sell gold 
in any amounts, at home or abroad, in such manner and at such 
rates and upon such terms and conditions as he may deem most 
advantageous to the public interest and the proceeds of any gold 
so sold shall be covered into the general fund of the Treasury: 
Provided however , That the Secretary of the Treasury may sell 
the gold which is required to be maintained as a reserve or as se- 
curity for currency issued by the United States, only to the extent 
necessary to maintain such currency at a parity with the gold 
dollar/’ 

9. A stabilization fund of $3,000,000,000 was established out of 
the profits of the devaluation of the dollar. This fund might be 
used by the Secretary of the Treasury, with the approval of the 
President, to deal in gold, foreign exchange, other instruments of 
credit, and securities, The existence of the fund and the powers 
to use it were limited to a two-year period with the power of the 
President to extend its life one additional year. Subsequently the 
life of the fund was extended indefinitely by Congressional action 
on July 31, 1945. The Act of 1945 directed the Secretary of the 
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Treasury to use $1.8 billions from this fund to pay part of the 
United States’ subscription to the International Monetary Fund. 

10. The Thomas Amendment to the AAA of 1933 was amended 
to require the President to fix the gold content of the dollar at 
not more than 60 per cent and not less than 50 per cent of its 
existing figure. Originally, this power to change the gold content 
of the dollar within the limits fixed by the act was to expire in 
two years, with the power of the President to extend it one year 
more if emergency conditions seemed to require it. Three times, 
howevei% in 1937, *939* an d 1 94 1 » Congress extended the time of 
this provision. It finally expired on June 30, 1943. 

The devaluation of the dollar . On January 31, under the au- 
thority of the above provision, the President, by proclamation, 
fixed the gold content of the dollar at 15%! grains of % 0 fine gold. 
The new dollar, therefore, was given a gold content equal to 
59.06 per cent of its old content; and, in terms of the new gold 
dollar, the price of gold was fixed at $35 per fine ounce. No fur- 
ther changes in .the gold content of the dollar were made before 
the expiration of Presidential authority to make such changes on 
June 30, 1943. This means that the gold dollar remains at its 
present size of 15%! grains of .9 fine gold unless Congress audio 
izes additional changes at some time in the future. 

Reasons for reducing the gold content of the dollar . The pur 
pose behind the devaluation of the dollar was to raise the internal 
price level of the United States. Apparently the action was taken 
in reliance on the view, advanced by the late Professor George F. 
Warren, that “by reducing the weight of the gold in the dollar any 
desired price level can be established.” 7 The validity of this view 
is open to serious question and will be more extensively examined 
in Chapter 33. 

The Treasury's authority to buy and sell gold. In spile of the 
fixed legal definition of the dollar in terms of gold, its practical 
relation with gold depends upon the continuation of the Treas- 
ury's policy of buying and selling gold freely at $35 per ounce. 
This policy, however, is not mandatory, for the law states that the 
Secretary of the Treasury may purchase and sell gold at such rates 
and on such terms as he deems “most advantageous to the public 
interest.” It follows, therefore, that the Treasury need not buy 
or sell gold at all, if the Secretary so chooses. Moreover, before 


7 Warren and Pearson, Prices , New York, John Wiley & Sons, 1933, p. 370. 
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our commitrnent to the Bretton Woods Agreements in 1945 the Sec- 
retary could change the buying and selling price of gold except 
that gold acting as security for the United States currency, i,e. gold 
certificates and United States notes, could be sold only at par. 

But the Bretton Woods Agreements Act of July 31, 1945, au- 
thorizing the entrance of the United States into membership in 
the International Monetary Fund, appears to have closed the door 
to any future change in the price of gold by administrative act. 
First, it specifically states that there shall be no change in the par 
value of the dollar without Congressional authorization. Second, 
under the rules of the International Monetary Fund gold may not 
be purchased or sold at a price that is more than l/± of one per cent 
away from parity. In addition, because members of the Fund 
agree to allow foreign exchange rates to fluctuate not more than 
one per cent away from parity, and to purchase gold at par from the 
Fund when needed to provide other countries with a scarce cur- 
rency, the Treasury now appears bound in fact to purchase and 
sell gold at prices close to the established parity. 

The repeal of the gold clause in contracts . With the with- 
drawal of the right of private citizens to possess gold or gold 
certificates, an anomalous situation arose in connection with the 
provision, commonly appearing in debt contracts, that payment 
was to be made in dollars containing 25.8 grains of .900 fine gold. 
The existence of such provisions is explained by the experience 
of creditors in the paper money period following the Civil War, 
when ordinary debts incurred before the suspension of gold pay- 
ments were discharged by the payment of the inconvertible and 
depreciated paper currency, whereas debts expressly payable in 
coined dollars could be satisfied only by payment in such dollars. 8 

To meet this situation. Congress passed a Joint Resolution ap- 
proved by the President on June 5, 1933, declaring that contracts 
to pay obligations in gold or in any particular kind of coin or 
currency, or in an amount in money of the United States meas- 
ured thereby, to be against public policy. All obligations were 
therefore to be discharged by the payment, dollar for dollar, in any 
legal tender money. The constitutionality of this resolution was 
contested in the Federal courts, and a final decision was given 
by the United States Supreme Court on February 18, 1935. In 


SFor a good summary of the Legal Tender Cases of this period, see Kemmerer, 
Edwin W., Money, New York, The Macmillan Co., 1935, pp, 260-368. 
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these cases two issues were presented. Two cases represented at- 
tempts o£ creditors to collect the equivalent o£ the old gold dollars 
in terms of the smaller new dollar from a private debtor. A third 
case arose out of the attempt of a holder of $10,000 in Liberty 
bonds to collect $16,931.25 in new gold dollars when the bonds 
were due. In the case of the actions brought to collect the 
equivalent of old gold dollars from private debtors, the Court held 
that, since Congress has the right to regulate the currency, the 
exercise of such a right could not be fettered or obstructed by 
limitations placed in private contracts. It therefore refused the 
plaintiffs a remedy. In the action against the United States Gov- 
ernment itself, the Court held that Congress did not have the 
power to abrogate existing contractual obligations of the govern- 
ment. Therefore, it held that the plaintiff had a cause of action 
for breach of contract. But, because the plaintiff was unable to 
demonstrate that the devaluation of the dollar had actually caused 
him any loss, he was unable to recover. The Court offered two 
explanations for its conclusion that the bondholder had suffered 
no damage. First it was pointed out that at the time when the 
bonds matured Congress had already required old gold coin to be 
turned in to the banks in exchange for legal tender paper cur- 
rency . Had the bondholder received gold dollars of the old 
weight, he would have been duty bound to surrender them im- 
mediately in exchange for legal tender paper. Consequently, to 
compel him to accept the legal tender paper at the beginning in 
no way caused him any damage. Apparently, however, this argu- 
ment failed to satisfy the Court entirely in the light of its initial 
finding that the resolution abolishing the gold clause in the 
United States bonds was unconstitutional. The Court therefore 
advanced a second reason why the bondholder had suffered no 
damage. It held that the purchasing power of the dollar had not 
changed with the reduction of its gold content, hence the bond- 
holder had suffered no loss. This argument left the inference, 
however, that bondholders might be entitled to damages should a 
subsequent rise in the price level occur. 

The Court's decision has been criticized as lacking both logic 
and clarity. Nevertheless it did succeed in accomplishing rough 
justice in a difficult situation. It promised protection to the 
bondholder, should he prove damages, and at the same time pre- 
vented unjust enrichment of the bondholder through an un* 
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merited windfall. 9 On August 27, 1 935* Congress passed a resolu- 
tion withdrawing the right of an individual to sue the United 
States on the gold clause in its securities. This shut off the pos- 
sibility of troublesome litigation based upon damage arising from 
devaluation of the dollar. 

The United States Gold Problem 

Before the devaluation of the dollar on January 31, 1934, the 
monetary gold supply of the United States was of modest propor- 
tions. At that time, the woidd supply of monetary gold was 
roughly 12 billion dollars, of which the United States held about 
one-third. By 1941, the situation had markedly changed. Meas- 
ured in terms of the new, smaller gold dollar, the supply of mone- 
tary gold in the United States had risen, in October 1941, to $22.8 
billions. This total amounted to roughly three-quarters of the 
worlds total supply of monetary gold and was a new high point 
in gold holdings of the United States. In a period of a little less 
than eight years, our gold supply increased $18.8 billions. 

Causes of the increased gold stock of the United States . When 
the dollar was devalued, a gold “profit/* amounting to about $2.8 
billions, resulted. This profit became the property of the Treas- 
ury and was added to the stock of gold dollars. In addition, about 
$.2 billions in gold, bought by the RFC under the Gold Purchase 
Plan, was recorded as a part of the monetary stock. Third, the 
Treasury acquired about $1.2 billions of gold from domestic 
producers and from scrap. Out of the $18.8 billions increase, 
therefore, somewhat over $14 billions represented imported gold. 

The causes of the import of this vast amount of gold fall into 
three main categories. First, a considerable amount of American 
owned funds had accumulated abroad during the period when 
the dollar’s future value was uncertain. The act of devaluation 
on January 31,- 1934, was taken to mean that the dollar was being 
stabilized at that point. Therefore it was a signal for the return 
of these funds to the United States. In the period 1934-1940, 
about $2 billions of American owned capital was thus repatriated. 
Second, foreign banks, firms, and individuals began to show a 
marked preference for American funds and investments. By the 
purchase of American bank balances and various types of invest- 


°For a discussion of this decision, see Hart, Henry M„ “The Gold Clause,” 
Harvard Business Review , May 1935. 
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ment securities, over $9 billions of foreign owned capital entered 
the United States in search of security and income. Finally, dur- 
ing this period United States exports exceeded imports (includ- 
ing silver) by more than $3 billions. Thus, the gold was pur- 
chased by relinquishing American claims on foreign funds, the 
sale of American bank deposits and securities, and a substantial 
“favorable” balance o£ exports. 

The inflationary aspect of the gold problem . Although de- 
valuation directly increased the number of gold dollars by about 
$2.8 billions (the amount of the profit), it caused almost no change 
in the reserves of the banking system. Two billion dollars of the 
gold profit was placed in the Stabilization Fund, of which only 
about $200,000,000 was put in the Federal Reserve Banks. About 
$600,000,000 of the profit was used in July and August of 1935 to 
retire the United States bonds used to secure outstanding national 
bank notes. To accomplish this, gold certificates were deposited 
with the Federal Reserve Banks and Federal Reserve notes were 
issued to replace retired national bank notes. Thus, this amount 
of the gold profit was absorbed -without inflationary consequences. 

Nevertheless, the continued increase in the country’s gold stock 
during the 1 934—1 94 1 period created an inflation potential of 
first magnitude. As long as the United States Treasury purchases 
new and imported gold at $35 per ounce out of funds derived by 
depositing gold certificates with the Federal Reserve Banks, addi- 
tional gold supplies result in corresponding increases in the size 
of bank reserves. To prevent incoming gold from resulting in 
such reserve increases, the Treasury, in December 1936, undertook 
to buy gold with funds borrowed from banks. This practice, 
referred to as the sterilization of gold imports ^ avoided any increase 
in member bank reserves and in gold certificate reserves of the 
Federal Reserve Banks. The scheme, however, was somewhat ex- 
pensive, since the Treasury borrowed the funds needed to pur- 
chase gold, and could hardly be continued indefinitely in the face 
of continued high gold imports. The practice was abandoned 
in 1938 and gold certificates were issued against the free gold pre- 
viously acquired. This reversal in policy arose from the desire to 
combat the business recession of by expanding the 

excess reserves of the banking system. 

The continued inflow of gold raised member bank excess re- 
serves beyond any possible need for combatting depression. In 
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October 1940, excess reserves reached a high of $6,940,000,000. 
Such an excess supply o£ reserve funds constituted a threat that a 
period of business expansion might touch off a sharp inflation 
beyond any power of the Federal Reserve System to restrain. 

Entry of the United States into the war, however, largely elimi- 
nated consideration of this problem. The tremendous expendi- 
tures of the government led to substantial dependence upon bank 
credit expansion. As a result, the expansion feared as an infla- 
tionary threat during peace became a reality during the war. The 
greatly expanded requirements for money in circulation which 
accompanied the growth of money income rapidly exhausted 
member bank excess reserves and compelled them to seek for more 
at the Federal Reserve Banks. Since the war, with prices already 
sharply higher than before the war, and with the national income 
at a high level, our monetary gold supply of over $24 billions is 
not excessive. 

The economic cost of our gold imports. Warnings have not 
been lacking that the United States was engaged in the grossest 
form of economic folly when it continued to buy such excessive 
amounts of gold at the high price of $35 per ounce. Today, with 
the world off the gold standard and few natural forces tending to 
reverse the flow, we may expect to continue to receive a large frac- 
tion of current and future gold output of the whole world, in addi- 
tion to much of its present stocks. The United States, therefore, 
might find itself the owner of a “demonetized” world’s gold sup- 
ply. The outlook in such a case would be dismal indeed. But 
it is impossible to judge the future of gold in any very accurate 
manner. One must keep in mind that “demonetization” of gold 
is not the same as the abandonment of the gold standard. A coun- 
try leaves the gold standard when it ceases to convert its paper 
currency into a fixed amount of gold with the privilege of export. 
But even so, such a country may continue to buy and sell gold at 
varying prices for the purpose of stabilizing exchange rates. Such 
“sliding parities,” although not constituting a gold standard, do 
not mean that gold has been demonetized. The International 
Monetary Fund is established on the assumption that currencies 
are to be linked together in terms of gold even though provision 
is made for change of gold parities when necessary. It appears 
unlikely, therefore, that gold will be so demonetized as to become 
internationally unacceptable in the near future. 
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6 3 


The Silver Question 

Falling silver prices inevitably stimulate agitation on the part 
of silver producers that something be done to raise its value. 10 
Their efforts have been directed at (1) trying to bring about an 
improvement in the international market; and ( 2 ) inducing Con- 
gress to provide a bounty in the form of an artificially high price 
for silver for domestic coinage. In these efforts, the silver pro- 
ducers have frequently been enthusiastically supported by the in- 
flationists, who see in an increase in the monetary use of silver a 
means of expanding the quantity of money. To make their argu- 
ments more palatable, the advocates of special measures for silver 
appealed for public support on the following general grounds: 11 

1. An increase in the vame of silver would increase the pur- 
chasing power of something over one-half of the world's popula- 
tion represented as being dependent upon the price of silver. It 
was alleged that this would greatly aid American export trade and 
promote recovery. 12 

2. Adding silver to the metallic money supply would greatly 
broaden the metallic base and offset the inadequacy of the gold 
supply. 

3. It would furnish a means of controlled inflation. 

The Thomas Amendment permitted the Treasury for six 
months to receive silver at 50 cents per ounce in payment of war 
debts. Under this Act, 22,734,824 fine ounces of silver were taken 
on payments due June 15, 1933. 

In accordance with an agreement of July 27, 1933, among the 
five big silver producing countries of the world, aimed at support- 
ing silver prices by withholding domestic production from world 
markets, the United States Treasury offered to purchase all domes- 
tic mined silver at 64.5 cents per fine ounce. This price gave 
domestic producers a subsidy of 30 cents per ounce but gave the 
Treasury a potential seigniorage of 64.5 cents, since one ounce of 
fine silver can be used to back $1.29 in silver certificates. 


10 For a comprehensive examination o£ the silver question, see Leavens, Dickson 
H., Silver Money, Bloomington, Ind., The Prindpia Press, 1939. Also see Leong, 
Y. S„ Silver, Washington, D. C., Brookings Institution, 1933; an ^ Westerfield, Ray 
B. t Our Silver Debacle, New York, The Ronald Press, 1936. 

11 Leavens, op. cit p. 236. 

12 The fact was ignored that China was the only important silver standard coun- 
try in 1934 when these arguments were being advanced. 
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The Silver Purchase Act of 1934. Yielding to the combined 
pressure of inflationist Congressmen and those representing the 
silver-producing states, Congress passed the Silver Purchase Act 
of 1934. This Act declared it to be the policy of the United States 
to increase the proportion of silver to gold in the country’s mone- 
tary stocks, with the objective of “having and maintaining” one- 
fourth of the monetary value of such stocks in silver. To this 
end, the Secretary of the Treasury was directed to purchase silver, 
at home or abroad, at a price not to exceed its monetary value of 
$1.29 per fine ounce. Further, existing stocks of silver in the 
United States were to be bought at a price of not over 50 cents 
per ounce. Silver certificates were to be issued against purchased 
silver to the amount of its cost, and such certificates were made full 
legal tender and redeemable in silver dollars. Under the original 
law, the Treasury could not sell any silver so purchased unless and 
until its market value reached $1.29 cents per fine ounce or the 
monetary value of the stocks of silver in, the monetary system ex- 
ceeded 25 per cent o f the monetary value of the combined stocks 
of silver and gold. 

Nationalization of existing domestic silver stocks, A Proclama- 
tion and Executive Order issued by the President on August 9, 
1934, required all silver stocks (with a few unimportant excep- 
tions) to be turned over to the Treasury at the price of 50 cents per 
fine ounce. As a result, approximately 113,000,000 ounces of 
silver was acquired by the Treasury. 

The purchase of foreign silver. Following the direction of the 
law, the Treasury proceeded to purchase silver from foreign mar- 
kets. The result was a substantial increase in the open market 
price of silver bullion. In 1933, silver was quoted at a price as 
low as 24.8 cents per ounce. During 1934, it averaged 48.2 cents, 
and in 1935 it rose at one time to a high of 81.3 cents although 
the average for the year was only 64.5 cents. Thereafter the 
Treasury continued to purchase substantial amounts of foreign 
silver while resisting the speculative price increases that made 
their appearance during 1935. The average price in 1936 was 
about 45 cents, and by 1941 the price of foreign silver had fallen 
to 35 cents, which was the price offered by the Treasury. After 
November 1941, purchases of foreign silver by the Treasury 
ceased. 

The silver purchases resulted in but modest improvement in 
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the long-run price of silver. There was, however, an unexpected 
result that deserves attention. Advocates of the silver purchase 
plan believed that trade relations with the Orient would be im* 
proved by an increase in the world price of silver. Actually, the 
opposite result appeared. The sharp increase in the price of 
silver in 1934 and 1935 so increased the exchange value of Chinese 
currency as to destroy China’s export trade and consequently re- 
duced further China’s ability to purchase imports. Furthermore, 
the high price of silver, resulting from Treasury purchases, led 
traders and speculators to buy Chinese silver currency for export 
to the United States'. The resulting drain upon the Chinese 
silver reserves was so great that in 1935 China abandoned the 
silver standard and adopted instead the gold exchange standard. 

The effect on domestic silver . From the standpoint of the 
Silver Bloc, the domestic results were gratifying. Beginning in 
1 933 > the President fixed the price to be paid for newly mined 
domestic silver at 64.64 cents per fine ounce. This price was latei 
raised to 77.57 cents in 1935 but was reduced to the original price 
again in 1938. In 1939, Congress took a hand in the matter and 
decreed that the price should be 71.11 cents where it remained 
throughout the war year's. After the war the Silver Bloc again 
began to demand higher prices for silver. At first the goal of 
$1.29 per ounce was insisted on, but in July 1946, a compromise 
was reached, providing that domestic silver should be bought by 
the Treasmry at 90.5 cents and permitting the sale of silver by the 
Treasury at the same price. Because the world market price for 
silver has been substantially below 90.5 cents, all domestic silver 
production has gone to the Treasury and the Treasury has not 
been called on to make any sales. 

The sale of silver by the Treasury . The Silver Purchase Act 
of 1934 provided that silver might be sold whenever die market 
price was above $1.29 per fine ounce or when silver made up one- 
fourth of the total monetary gold and silver stocks of the country. 
Neither of these contingencies has so far occurred. Hence dur- 
ing the war, when the need for silver for industrial and other 
uses expanded greatly, the silver in the Treasury acquired under 
the Silver Purchase Act of 1934 could not be sold. Several ex- 
pedients were therefore used to meet the need. First, newly 
mined domestic silver was diverted from the Treasury by the 
simple method of fixing the OPA ceiling price a bit above the 
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Treasury price. To relieve the shortage o£ copper it was decided 
to substitute silver as electrical conductors in war plants. The 
Secretary of the Treasury, on April 8, 1942, announced that there 
was legal authority to lend-lease, for war production use, free 
silver stocks not held as security behind silver certificates. To 
this end the Treasury made an agreement with the Defense Plant 
Corporation. More than 7 00, 000, 000 ounces of free silver was 
made available in this manner. In addition, the Treasury used 
this authority to lend-lease free silver to foreign countries for pe- 
riods of from five to seven years. Also, during the year 1942 the 
Treasury sold 5,000,000 ounces of “ordinary” silver, not obtained 
under the Silver Purchase Act of 1934, at a price of 45 cents per 
ounce. 

New legislation of July 15, 1943, known as the Green Act au- 
thorized the domestic sale or lease of silver upon the recommenda- 
tion of the War Production Board. Under this Act, any silver 
held or owned by the Treasury could be sold at a price of 71.11 
cents per ounce so long as the Treasury maintained ownership 
and possession or control, within the United States, of an amount 
of silver having a monetary value equal to the face value of all 
outstanding silver certificates. Under this law any part of the 
free silver stocks could be sold for domestic use under priorities 
issued by the War Production Board. Furthermore, since owner- 
ship and control was maintained over silver lent to defense plants 
for use as electrical conductors, it was possible to consider such 
silver available as security for silver certificates. Thus, the silver 
stocks available for sale and lend-lease to foreign countries was 
greatly increased. The Green Act expired at the end of 1945. 

Some results of the silver purchase policy . To simplify the pic- 
ture of our silver buying policy it is helpful to examine the Treas- 
ury’s purchases of silver and the disposition made of the silver 
thus acquired. The purchases for the period represented by the 
fiscal years 1933-1946 may be summarized as follows: 


Fine Ounces 


Silver taken on foreign debts 22,734,824 

Nationalized silver 113,032,916 

Foreign silver 2,045,231,408 

New-mined domestic silver 507,210,428 


Total silver purchased 


2,688,209,576 
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Various uses were made of this silver. First, bullion valued at 
$1.29 per fine ounce was set aside as security for the issue of silver 
certificates. Originally only enough silver certificates were issued 
to cover the cost of the silver bullion purchased. Since the aver* 
age cost of the silver was slightly less than 50 cents per ounce, 
there was a “seigniorage” or potential profit of almost 80 cents 
per ounce that could be realized when and if the Treasury issued 
silver certificates to the full extent of the silver’s monetary value 
of $1.29. Actually the Treasury, from time to time, did issue 
silver certificates in excess of the cost of the silver. In addition to 
silver monetized to secure silver certificates, some silver was used 
for minting subsidiary coins and a few silver dollars; some was 
sold during the war for industrial uses, and some was lend-leased 
to foreign countries. To summarize, the uses made of the pur- 
chased silver up to July 1, 1946, were: 

Ounces 

1, Monetized, as security for $1,909,098,500 in 


silver certificates 1,476,568,375 

2. Sold to war industries, 1943-1945, under the 

Green Act 167,380,241 

3. For subsidiary coinage and standard silver dol- 
lars 436,985,096 

4. Lend-leased to foreign governments 410,814,344 


Total dispositions . 2,491,748,056 


It is evident from the total purchases and the amount of silver 
allocated for monetary uses or otherwise disposed of, that as o£ 
June 30, 1946, the Treasury held about 200,000,000 ounces of 
silver, purchased under the Silver Purchase Act, free from com- 
mitments and therefore available for further monetization or sale. 
At the same time, the Reconstruction Finance Corporation held 
silver to the amount of 877,715,000 ounces, which had been leased 
for war uses in defense plants. This silver, counted as security 
for silver certificates, is being gradually returned to the Treasury 
as the need in defense plants has expired. 

Finally, it is of interest to see the extent to which the purchase 
of silver has fulfilled the aims set forth in the law. When the law 
was passed in 1934 the ratio of silver to the combined gold and 
silver stocks was 9.6 per cent. In 1938 the ratio of silver to total 
stocks of gold and silver reached a peak of 19.1 per cent. By 
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August 1949, it had declined to 13.3 per cent. When the Act was 
passed in 1934, it was estimated that 1.3 billion fine ounces of 
additional silver would have to be purchased to fulfill the stated 
aims of Congress. In 1949, after fifteen years, during which about 
234 billion ounces of silver was purchased, the Treasury was still 
over 2.2 billion ounces short of its goal of one dollar in silver for 
each three dollars in gold. The enormous gold imports during 
this period, of course, have been responsible for this situation. 
Today it is clear that there is little possibility of achieving the goal 
set in the Act, and it is to be hoped that the absurdity of the silver 
policy it represents will become so apparent that Congress will see 
fit to repeal it. In the meantime, the Treasury has practically 
ceased its purchase of foreign silver. 

Questions for Study 

1. Why did the value of the U.S. dollar in terms of gold francs drop 
sharply after April 20, 1933? 

2. What reasons lay behind the gold purchase plan of the RFC in 
1 983 - 84 ? 

3. Which of the provisions of the Thomas Amendment ultimately re- 
sulted in actual monetary changes? 

4. What important changes in United States monetary affairs resulted 
from the Gold Reserve Act of 1 934? 

5. Do you believe it wise and necessary to require the Treasury to buy 
and sell gold at $35 per fine ounce instead of leaving it to the dis- 
cretion of the Secretary? 

6. Some of those who advocate a return to a full gold coin standard 
make much of the point that it would enable the public to insist on 
sound government fiscal policy by demanding gold redemption of 
the currency. What do you think of this argument? 

7. Did devaluation of the dollar in 1934 cheat the public holdex's of 
money out of 41 per cent of its value? Did it constitute a fraud on 
the holders of U.S. government bonds? 

8. Why did the gold stock of the country increase by $18 billion in the 
1934-1 94.x period? Did that increase result in currency inflation? 

9. What were the results of the Silver Purchase Act of 1934? In the 
light of the great increase in the requirements for money in circu- 
lation during the war, do you think that the results of the Act have 
been bad? Just how much have the purchases of silver cost the 
U.S. Treasury? Should taxpayers object on the grounds that it has 
increased taxes? 



Part II 

Banks and Their Operation 




The Banker’s Place in Economic Society 


W E HAVE ALREADY LEARNED SOMETHING OF THE IMPORTANCE OF 

bank credit or “bank money’ * in the modem monetary system. 
Most of our supply of “effective money” in common use by the 
general public takes the form of bank notes and bank deposits. 
It is necessary, therefore, that we now make a careful examination 
of the mechanism, the operations, and the principles of banking. 
This will provide the background needed for the later analysis 
of the theory of money and prices and an exploration of modern 
monetary problems. 


Financial Institutions 

Banks as financial institutions . An approach to the subject of 
banking may be made most easily by examining the larger general 
field of financial institutions to which banking belongs. A finan- 
cial institution may be defined as an organization through which 
funds in the form of money or claims to money are assembled and 
transferred from those individuals and firms having a surplus of 
economic goods (as represented by such funds) to other individ- 
uals and firms whose needs for funds exceed their existing supply, 
Economic desirability of financial institutions . It is easy to 
understand why financial institutions have become so essential a 
part of modern economic life when one considers that specializa- 
tion and competition have tended to place in control young and 
energetic individuals equipped with the necessary talents but lack- 
ing the required capital. Any means of transferring capital from 
the hands of its owners to the eager hands of the businessman is 
certain to be looked upon with favor by both the lender and the 
borrower. Not only are the immediate parties benefited by the 
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existence of financial institutions, but also the welfare of economic 
society as a whole is promoted. If the process of assembling and 
redistributing capital funds is wisely carried out, the result is a 
more effective distribution of capital funds and capital goods 
than would otherwise be possible. 

Types of financial institutions. The stock market, using the 
term in its widest sense, is one important type of financial insti- 
tution. Through its operations, funds of speculators and investors 
are put into the hands of corporations whose stock is being offered 
for sale. It facilitates the exchange of funds intended for perma- 
nent investment for certificates of stock representing ownership. 

Investment bankers, bond houses, security companies, and un- 
derwriting syndicates act as intermediaries between persons need- 
ing capital funds and the investors. By purchasing securities with 
funds at their command, the investment bankers are able to seek 
out potential investors and induce them in turn to purchase se- 
curities. Somewhat akin to the activities of investment bankers 
are those of the different varieties of investment trusts, which is- 
sue their obligations to investors and use the proceeds for the pur- 
chase of securities. The trust departments of banks and trust 
companies also perform the functions of financial middlemen. 
Life insurance companies, accumulating reserves through their use 
of smiight-line premium payments and endowment policies, con- 
stitute another special form of financial institution. Bill brokers 
and commercial paper houses, although less in the public eye, are 
also important cogs in the financial machinery. 

It is with those institutions commonly called banks that we are 
primarily concerned here. Banks might logically be divided into 
two classes — savings and commercial: savings banks proper, to re- 
ceive only deposits which are not subject to check, and commer- 
cial banks, to accept demand deposits. In practice such a division 
cannot be made, since the savings and commercial banking func- 
tions are frequently, if not normally, tarried on by the same bank. 
These two functions, however, are sufficiently different to warrant 
separate consideration. 

Savings banks . The savings bank presumably gathers in the 
thrift accounts or the “rainy-day” savings of the poor and middle 
classes, promises to return the money deposited on due notice 
(normally waived), and invests the funds in conservative securities, 
mortgage loans, or other earning assets. The depositor benefits 
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by receiving- interest on his funds, by the security derived from the 
expert diversification of investments provided by the bank, and 
by the protection arising from the bank’s capital, surplus, and 
undivided profits (or surplus, if it is a mutual savings bank). In 
case of loss on the bank’s investments, the bank’s capital and sur- 
plus act as a guaranty against loss for the depositor. The savings 
bank furnishes the small saver with a service that is not available 
to him through any other financial institution. 

The Commercial Bank 

In contrast to the savings bank, which holds thrift accounts and 
time deposits intended for more or less permanent investment, the 
commercial bank acquires the short-time, temporary surpluses of 
individuals and business houses. A person may deposit his salary 
check and draw on the account so established during the interval 
before he receives additional income. The business house, be- 
cause of the failure of income to synchronize perfectly with outgo, 
will normally carry some surplus funds on deposit with the bank. 
This surplus will sometimes be great and sometimes small. At 
times of heavy expenditure it may disappear altogether, and the 
depositor will be forced to borrow. 

Commercial bank deposits and fractional reserves.- The com- 
mercial bank provides depositors with a very real service. Not 
only does it protect the funds of depositors from the dangers of 
loss and theft, but also it provides a safe and highly convenient 
method of transferring funds through the use of checks. The 
superiority of checking accounts over actual currency makes them 
almost universally acceptable in lieu of cash among people able 
to afford them. Because the public is willing to hold and use 
checking accounts instead of currency, banks can maintain a 
volume of checking accounts several times as large as their cash 
reserves. When depositors write checks, the receivers of these 
checks also will almost certainly be depositors in banks. Hence 
the writing of checks on the ordinary bank deposit does not cause 
the total volume of demand deposits to shrink. Of course, if a 
bank had but a single depositor, any checks written would cer- 
tainly cause a shrinkage of that -bank’s deposits and an increase in 
the deposits of other banks. But the typical bank with a large 
number of depositors finds that, on the average, it will receive 
checks on other banks to an amount substantially equal to funds 
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drawn out by its depositors. Hence, the net amount of cash re- 
serves that such a bank must carry to meet the demands of its 
depositors is only a modest fraction of its total deposits. 

The nature of commercial bank deposits . Perhaps it will be 
easier to visualize the place of the commercial banks in our eco- 
nomic society if we first compare them with the savings banks. 
Savings deposits expand when individuals set aside some of their 
current money income and deposit it in the savings banks. These 
saved funds consist of currency, coin, and checking account funds 
on deposit in commercial banks. Through this voluntary sav- 
ing process, savers refrain from consuming all of their incomes, 
and instead, take savings deposits. The savings banks then lend 
or invest the saved funds, and some expansion of capital goods 
ultimately results. The savings banks are but middlemen in the 
saving-investing process. To the extent that they carry on the 
investment process promptly and regularly there is no resulting 
change in the volume of money except the modest amount that 
savings banks must set aside as cash reserves against the new 
savings deposits. This is so because Lhe savings deposits, them- 
selves, are not readily transferable and are not, therefore, used as 
a part of the country’s media of exchange. 

The demand deposits of commercial banks, on the other hand, 
have two distinct characteristics that distinguish them from true 
savings deposits. First, they are a part of the media of exchange 
of the country — in fact, they comprise the bulk of such media. In 
January 1950, the adjusted demand deposits of commercial banks 
amounted to $86,800,000,000, whereas the currency in circulation 
outside of banks was but $24,500,000,000. Hence a change in the 
volume of commercial bank demand deposits has real importance 
in determining the trend of general prices and business activity. 
On the other hand, a growth in savings deposits has little direct 
affect on the price level. In the second place, demand deposits 
have a different origin from that of savings deposits. 

The origin of commercial bank deposits . Demand deposits 
originate in two ways. First, they result in part from the deposit 
of actual cuiTency and coin that customers wish to exchange for 
the more convenient checking account money. This happens if a 
slackening of business reduces the need for money in circula- 
tion, or if a change in monetary habits of the community creates 
a greater preference for checking account money than before. 
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Furthermore, whenever the supply of standard money and central 
bank money increases, the bulk of such increase will often find 
its way into checking accounts of the commercial banks. For ex- 
ample, the import of gold raises the volume of checking accounts 
because gold importers prefer to hold checking accounts rather 
than gold itself, regardless of any legal barriers to the holding of 
gold or gold certificates by private citizens. Likewise, any other 
additions to the currency supply made by the government, such 
as new silver certificates issued to pay for silver purchases by the 
Treasury, will tend to increase the deposits of the commercial 
banks. Thus we see that a growth in demand deposits from this 
source results in an equal growth in the cash reserves of the banks. 
The banks, then, are merely acting as warehouses for the added 
supply of currency and other basic monies. The purpose of such 
deposits is to provide a more convenient form of money. The 
demand depositor is not a “saver” in the same sense as is the 
savings depositor. So long as he holds his demand deposits in- 
stead of other money brought to the bank, he has not given up 
purchasing power to anyone else nor has he contributed to the 
supply of capital goods. 

Demand deposits originate also in the loan and investment ac- 
tivities of the banks. As was explained earlier, commercial banks 
find it unnecessary to carry a full 100 per cent cash reserve against 
their deposits in order to fulfill their obligation to depositors. 
Instead, only some fraction of deposits need be carried in cash, a 
fraction that varies somewhat with legal requirements and the ex- 
perience of particular bankers. Banks therefore find it possible 
and profitable to lend and invest on the basis of their excess cash 
reserves. Borrowers, like the original depositors of currency and 
cash, prefer checking accounts. Lending banks therefore credit 
the amount of new loans to the borrowers’ checking accounts. As 
a result, when commercial banks expand their loans and invest- 
ments, the quantity of checking accounts tends to expand by a like 
amount. To be sure, some borrowers or persons receiving checks 
may need cash instead of deposits and to this extent the volume 
of checking accounts will not increase, but in the main borrowers 
take the proceeds of loans in checking account form. 

The limit to the creation of new checking accounts by bank 
loans and investments is set by the customary or legal cash reserves 
that the banks carry. If reserve requirements are 20 per cent, the 
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banks can lend and expand cheeking accounts only to the point 
where the existing cash reserve is so per cent of deposits. Beyond 
this point banks cannot go without further additions to their cash 
reserve supply. It is proper to point out in this connection that 
this discussion of the manner in which loans lead to deposit ex- 
pansion does not mean that individual hanks can lend more than 
their own excess cash without danger of loss of cash to other banks. 
This subject will be more fully discussed in Chapter 20. It is 
sufficient for our purpose here to recognize the basic fact that the 
commercial banks as a system can and do, by lending and purchas- 
ing securities, expand the quantity of demand deposits to a point 
where their actual cash is but some fraction of their total deposits. 

Commercial banks “ monetize ” borrowers' debts . It is well to 
consider for a moment the real results of the action by commercial 
banks in creating “money 0 by expanding checking accounts 
through the loan process. First, what the commercial banks ac- 
tually do is to “monetize , 0 or convert into acceptable checking ac- 
count form, the credit obligations of borrowers. A borrower of 
good credit standing can be thought of as the possessor of potential 
purchasing power. In fact, he may be able on some occasions to 
exchange his promissory note directly for commodities that he 
wishes to purchase. Generally, however, the seller is able and 
willing to make such an exchange only if the buyer’s note is 
“bankable”; that is, it can be sold to a bank in exchange for 
checking accounts. Therefore the borrower who can go directly 
to the bank and exchange his own note for the much more ac- 
ceptable checking account in the bank has bettered his position 
substantially. He has traded his own note for the more highly 
acceptable demand promises-to-pay of the bank in checking ac- 
count form. For this service the borrower is willing to pay the 
bank interest, for he is now in position to purchase productive 
capital resources in exactly the same way as if he had borrowed 
from the savings bank funds deposited there by voluntary savers. 
The earnings of the bank, of course, must be applied to meet the 
considerable expense of operating the checking account service 
and the cost of assuming the risk of loss on the individual bor- 
rower’s note. Any remainder goes to the banker as profit. 

It is necessary to point out that the banks can and often do 
destroy part of the supply of checking accounts previously created 
by their loan expansion. For example, when a borrower repays a 
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loan, he does so by accumulating a sufficient balance in his check- 
ing account to enable him to give the banker a check in payment. 
When the check is drawn, the bank returns the canceled note to 
the borrower and the borrower’s checking account is reduced by 
the amount of the repayment. Whenever the bank refrains from 
making a new loan to replace the one repaid, the supply of check- 
ing account money is reduced. 

Commercial banks, as we have seen, are in the position of being- 
able to expand the supply of funds available to borrowers so long 
as there is an adequate supply of excess reserve cash. This means 
that opportunities for borrowing available to businessmen are 
not tied down to the “thrift” accumulations of income receivers, 
but instead are mainly limited by the available cash reserves of 
banks and their minimum reserve requirements. Thus, if the 
commercial banks hold $ 1,000,000,000 in free excess cash reserves 
and are required to carry 20 per cent cash reserves against demand 
deposits, bank loans can be increased by $5,000,000,000 regardless 
of the volume of voluntary savings out of income. This power 
of the commercial banks to lend newly created money in checking 
account form without regard to the rate of savings out of income 
is a matter of great economic importance. 

The Economic Functions of Commercial Banks 

The economic functions of commercial banks fall into three 
main categories. First is the operation of a system of clearing 
and collecting checks, which makes possible the use of checking ac- 
counts as a part of the country’s media of exchange. The mech- 
anism involved in performing this function will be examined 
more fully in a later chapter. Second is the function involving 
the creation of checking account money through the process of 
lending and investing. It is through this function that commer- 
cial banks influence the accumulation of capital goods or real sav- 
ings. Third is the function of directing the distribution of funds 
and current working capital among the users of capital in the busi- 
ness world. 

We shall now examine the effects of the expansion of money by 
commercial banks as they “monetize” the credit of individuals 
and firms. Assuming that the banks possess excess cash reserves, 
they can expand their loans and their deposits to the appropriate 
multiple of such excess reserves. Whenever businessmen of good 
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credit standing wish to expand their real capital resources, they 
may borrow either from the savings banks or from the commercial 
banks. The lending ability of the savings banks is limited strictly 
to the funds deposited with them by voluntary savers. Not so the 
commercial banks, however. The latter are able to create new 
money in the form of new checking accounts lent to borrowers. 
This power of the commercial banks has great economic signifi- 
cance, which stems from the fact that commercial bank loan ex- 
pansion frees the rate of investment from the plodding pace set 
by voluntary saving and permits it, on occasion, to bound rapidly 
ahead. It follows, of course, that when the expansion stops, as it 
eventually must when the excess cash reserves of the banks are 
exhausted, the rate of investment is rudely reduced. Further- 
more, when banks reduce the level of their loans, the subsequent 
fall in the quantity of checking accounts tends to reduce real in- 
vestment. 

Commercial bank credit and capital formation. How does 
commercial bank credit expansion bring about an increase in real 
investment or the accumulation of real capital goods? It is clear 
that the creation of new checking accounts does not in itself con- 
tain a magic that creates a corresponding amount of new capital 
goods. Somewhere in the economy someone must produce more 
than he consumes in order that this expansion may come about. 
In other words, there must be real saving by someone before an ex- 
pansion in capital goods can occur. The question is how this real 
saving does come about. The answer can best be found by fol- 
lowing through the sequence of events set in motion when banks 
grant borrowers loans. Armed with what is essentially new 
money, borrowers set out to buy supplies and equipment they need 
to expand their business operations. Whenever the capital 
goods industries whose products are wanted are operating at less 
than full capacity, as frequently happens during depressions, such 
purchasing by the business borrowers leads to an increase in 
industrial output. From this increase the borrowers obtain their 
capital goods. The expansion of batik credit, therefore, has had 
the benevolent result of making possible an increased supply of 
productive equipment out of what otherwise might have been 
mere idle time. In this case consumption need not decline at 
all. On the contrary, the improved employment in the capital 
goods trades will lead to more activity in industries producing 
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consumers’ goods. It should be evident, then, that bank credit 
expansion may be decidedly beneficial in time of business depres- 
sion and unemployment. 

The situation is different when bank credit expansion con- 
tinues, as it often does, after the industrial system reaches full 
employment. In such a case it is no longer possible to obtain the 
additional capital goods out of expanding output. Instead, some- 
one must actually curtail consumption so that borrowers’ desires 
for supplies and equipment may be satisfied. Under these condi- 
tions, borrowers’ spending can only raise the prices of capital goods 
and the prices of labor and materials out of which they are made. 
Consequently the costs of consumers’ goods must rise, since their 
makers must compete for labor and materials with those who pro- 
duce capital goods. Consumers whose incomes as yet are un- 
changed find themselves compelled to reduce the volume of their 
purchases in order to pay the higher prices of consumers’ goods. 
These consumers, therefore, have been compelled to reduce their 
consumption so that the supply of capital goods can expand. 
Such unwilling reduction of consumption is called forced 
saving . 

The same net results described above tend to occur when the 
banks lend to speculators in securities or lend to the government. 
During World War II the banks purchased government obliga- 
tions to the amount of $75.8 billions. This amount exceeded the 
growth of time deposits by about $56 billions and caused a cor- 
responding increase in the country’s supply of checking accounts. 
This expansion of credit caused results similar to those which 
arise from the expansion of bank credit for business purposes. 
At first the added purchasing power received by the government 
from the banks was instrumental in bringing about a vast expan- 
sion in employment and production, and greatly aided our reach- 
ing the production goals necessary for the prosecution of the war. 
Later, as the possibilities for further expansion in production 
dimmed, the main effect of the continued credit expansion was 
to relieve the Treasury of the troublesome need of i~aising taxes 
to meet the desired expenditures. The new money so created was 
noL allowed to raise prices, however. Instead, price controls were 
coupled with rationing to reduce consumer spending. 

The distribution of capital through the action of commercial 
banks . Commercial banks, in making loans to business, play an 
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important part in the control over the distribution of existing 
capital. In self-protection it is necessary that bankers seek to 
make loans to the best borrowers, who are, of course, those who 
offer the best rates of interest compatible with good security and 
who are, therefore, firms or persons in position to utilize borrowed 
funds most profitably and effectively. Thus the banker is instru- 
mental in getting capital into good hands. In this respect, how- 
ever, the commercial banker is in a position no different from 
that of other lenders. But in making short-term loans he plays 
a somewhat different role. A very sizable part of commercial 
loans made by banks is intended to care for the short-term capital 
needs of business. Quite irrespective of changes in the total vol- 
ume of commercial bank loans and deposits, the loanable funds 
are shifted from one borrower to another as needs arise. It is ap- 
parent that this shift is of immediate advantage to businessmen, 
who are thereby enabled to operate with a smaller volume of 
capital funds, either owned or borrowed at long term, since they 
can borrow short-term funds to care for seasonal and irregular 
needs. Thus, the commercial bank may be said to economize in 
the use of capital funds by enabling businessmen to dovetail their 
short-term capital needs. It does not necessarily follow, however, 
that this saving to the businessmen is advantageous to the eco- 
nomic system as a whole. To prove the existence of any general 
economy, it must be demonstrated either: (1) thaL the opportunity 
for short-term loans reduces the volume of idle capital goods; or 
(2) that it increases the efficiency in the distribution of capital 
funds and goods. At first glance it appears that the reduction in 
the volume of capital required by businessmen must bring a re- 
duction in idle capital goods. But idle cash capital is not the 
same thing as idle capital goods. If businessmen were unable to 
obtain short-term loans, but instead carried more idle cash in off- 
season periods, they would still release short-term capital to others 
by restraining their purchases at times when others were in need. 
The liquid capital goods supply would still be mobile and free to 
change its direction at the summons of new buyers who had pre- 
viously been holding off the market. We must, therefore, look 
elsewhere for the special advantage arising from the short-term 
lending of commercial banks. 

The peculiar service performed by the commercial bank arises 
from its power to introduce flexibility into the capital equipment 
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of businessmen. It is a well-known fact that the economic sys- 
tem is in a constant state of flux. Demand for the products of 
different firms and industries is continuously varying, both with 
seasonal changes, which are partially predictable, and with the 
quite unpredictable changes in agricultural output, styles, popular 
tastes, and costs of production. In order for these changing 
demands to be met, capital funds must be shifted from industries 
with declining demand to those with an increasing demand. Such 
shifts, if predictable, might take place easily without resort to short- 
term loans. But even seasonal changes can by no means be accu- 
rately forecast. Variations in crops, temperatures, and length of 
seasons make for changing and uncertain seasonal requirements, 
while variations arising from the dynamic, growing nature of 
economic life introduce a large unpredictable element into the 
capital requirements of industries and individual firms. 

Let us examine the situation that would arise in the face of 
these unpredictable changes in capital needs in a society not pro- 
vided with short-term loan facilities. Let us assume that there 
has been a decline in the demand for the services of fruit canners, 
owing to a fruit shortage, and an increase in the demand for the 
services of dealers in and processors of grain, arising from a large 
grain crop. Under these circumstances, the canners will reduce 
their scale of operations, and in so doing increase their hoards 
of cash capital. With no access to short-term loans, the grain 
dealers and processors would be confronted with the task of ex- 
panding their purchases of grain, labor, and supplies within a 
short period of time, with only the cash capital which they esti- 
mated as sufficient for an ordinary and smaller supply. (We may 
properly assume that they would not be able to increase their cash 
capital to meet the emergency by borrowing in the long-term 
capital market.) The results could only be a disastrous depres- 
sion of the market price of grain owing to causes quite remote 
from the long-run effects of consumers’ demand. In addition to 
the effect on grain prices and market, the lack of a short-term loan 
market has its depressing effects arising from the fruit canners’ 
position of increased cash hoarding. This hoarding withholds 
from the pockets of ordinary consumers cash funds that normally 
would be spent. The reduction in consumers’ incomes would 
reduce by that amount the monetary demand for consumers' 
goods. 
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On the other hand, if commercial banks have loaned to the 
canners, the slump in canning will permit the canners to reduce 
their borrowings at the banks, which in turn can advance funds 
to the grain interests. As a result, there will be much less effect 
on the volume of funds in consumers’ hands (since reduced spend- 
ing by canners is offset by increases in the grain market). Short- 
term loans are essential to an easy, smooth adjustment to meet 
the assumed conditions. If there were no commercial banks with 
power to make short-term loans and to expand credit, business 
enterprise would suffer from a straitjacket of capital rigidity that 
would greatly impair its effectiveness. 

Similarly the development of a new or growing industry, a 
common occurrence in a dynamic society, is greatly facilitated by 
the existence of an elastic short-term loan market provided by 
commercial banks. The commercial banks enable one industry 
to relinquish part of its capital funds and another to gain it with 
a minimum of disturbance. Even when a growing industry needs 
capital from the long-term market, the short-term loans of the 
commercial banks (whether or not they result in forced saving) 
hasten the process by advancing funds to security underwriters and 
others in the security market. 

Some evils of commercial bank credit. We have considered the 
ease with which commercial banks can provide investment funds 
for business enterprise and other borrowers without waiting for 
the voluntary saving of income receivers. The genuine advan- 
tage of flexibility, which commercial bank loans give to economic 
society, cannot be denied. Yet this flexibility is obtained at a 
price. Indeed, in the minds of some the price is thought to be 
so high as to outweigh the advantages. 

The price of bank credit flexibility and elasticity is found in 
the tendency for fluctuations in bank credit to go to extremes. In 
other words, bank credit sometimes seems to have a “perverse” 
elasticity. This perversity of bank credit relates to its part in 
business fluctuations or the business cycle. For example, during 
periods of recovery from depressions, it is essential that some ex- 
pansion in credit occur in order that employment may increase 
and full utilization of our economic system may be realized. But 
there is no automatic brake applied to credit expansion when full 
employment is reached. Rather, the general optimism of busi- 
nessmen and bankers, stimulated by improved profits, is likely to 
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lead to inflationary credit expansion, which is but a prelude to 
depression. Thus elastic bank credit may become a menace rather 
than a friend to economic well-being. Furthermore, bank credit 
that expands readily can also contract. Once the tide of pros- 
perity has changed and business depression appears, businessmen 
reduce their borrowings and frightened bankers require liquida- 
tion of loans regardless of the wishes of the businessmen. Hence 
we find that the depression is aggravated by bank credit contrac- 
tion. This tendency to overexpansion and overcontraction of 
money by the banking system has led some students to suggest that 
the flexibility associated with fractional reserves be abandoned 
altogether by the adoption of a 100 per cent reserve requirement 
for commercial banks. 


Questions for Study 

1. Can you name the main types of financial institutions and explain, 

in general, their economic function and significance? ' 

2. Why can bankers actually get along with cash reserves which are 
but a fraction of their deposit liabilities? 

3. Since both savings banks and commercial banks carry “fractional 
reserves” against deposits, in what significant ways do they differ? 

4. Suppose that the commercial banks could have no loans or invest- 
ments: 

a) What would be the sources of their deposits? 

b) How much profit would there be in the banking business? 

c) What would be the possibilities for loan and deposit expansion? 

5. What is meant by the expression that banks “monetize borrowers’ 
debts?” When is this of advantage to the economy? 

6. The “monetary function” of commercial banks involves the creation 
of “bank money” through loan and investment expansion: 

a) How can the expansion of loans to business lead to capital goods 
accumulation when there is 1) less than full employment? 2) full 
employment? 

b) How did the purchase of government securities by banks during 
the war affect the 1) money supply? 2) the level of output? 3) 
consumption? 

c) How does this assist business to adjust to changing conditions? 

d) How may this lead to perverse elasticity? 

7. A savings bank receives $10,000 on deposit, sets aside $600 as cash 
reserve, and invests the remaining $9,400 in an F.H.A. real estate 
mortgage: 
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a) Has the supply of “effective money’ * been increased, decreased, 
or left unchanged by the transaction? 

b) Has the transaction helped in the accumulation of real capital 
goods in the form of a house? 
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The Individual Bank 


I N CHAPTER 5 WE LOOKED BRIEFLY AT THE ECONOMIC FUNCTIONS OF 

banks with special attention to the commercial banking system. 
We must now turn our attention to the individual bank, its organ- 
ization, and the make-up o£ its assets and liabilities. 

Type of organization . Two types of business organizations are 
found among banks. In the first and more common type, the 
organizers of a bank obtain either a Federal or a state charter by 
conforming with the requirements of the general incorporation 
laws regulating the organization of banks. In the second type of 
organization, the organizers operate a private, unincorporated 
bank. The advantage of the latter type of bank has frequently 
been: (1) ease and simplicity of organization; (2) freedom from 
the capital requirements placed upon incorporated banks; and 
(3) freedom from supervision and regulation. Although there 
have been many exceptions, unregulated private banking has, by 
and large, proved unfortunate to the depositors and to the public, 
so that some measure of control has generally been set up. Such 
regulation varies from complete prohibition of any private banks 
to supervision over the private banking practices. The Banking 
Act of 1935 provides that no concern other than a regularly super- 
vised bank may accept any deposits except those from its own 
employees unless it submits to an examination by the banking 
authority of the state, territory, or district in which it operates, 
and unless it publishes periodic reports. 

Incorporation of banks not only benefits the public by sub- 
jecting banks to more strict regulation, but is also of obvious ad- 
vantage in raising the necessary volume of capital. The organ- 
izers of banks have a choice between state and Federal charters. 
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Banks organized under the banking laws o£ a state are called state 
banks j and those organized under the Federal laws are called 
national banks . The type of charter preferred depends some- 
what upon the kind of banking in which the organizers expect 
to engage. For example, if a nonstock mutual savings bank is 
to be organized, it must be done under state laws. Also, if a bank 
wishes to engage extensively in lending on real estate security, the 
opportunities are frequently greater under state than under Fed- 
eral law. Likewise, capital requirements are sometimes less rigid 
under state than Federal law, and the supervision of state banks 
has frequently been less strict. 

Horo the bank is organized. To obtain a charter to start a new 
bank, application must be made to the proper authority. Ap- 
plications for national bank charters go to the Comptroller of the 
Currency, who is in charge of organizing and regulating national 
banks. For state charters, application must be made to the state 
banking department. Such applications for charters are now 
more than mere formalities, and properly so. At least five pros- 
pective shareholders must sign the application for a national bank 
charter. They should not be “promoters” in the professional 
sense of the word, for to receive favorable consideration the ap- 
plication must reflect a local demand for the banking accommoda- 
tion that the proposed bank will provide. 

Before approval is granted, the proposed organization is scruti- 
nized to make certain that the organizers are competent and trust- 
worthy. Moreover, the existing banking facilities and practices 
must be taken into account in order to evaluate the community 
need and the probability of success of the proposed bank. Today 
the organizers will desire that the bank become a member of the 
Federal Deposit Insurance System, and therefore the proposed 
bank must be approved for deposit insurance by the Federal De- 
posit Insurance Corporation. 

When approval to organize is received, the stockholders’ sub- 
scriptions to the bank stock must be obtained and the capital paid 
in. Stockholders in national banks must pay in 50 per cent of 
their subscription in cash before the bank can begin operations. 
The remainder must be paid in monthly installments amounting 
to at least 10 per cent of the capital. A new national bank must 
also subscribe to stock in the Federal reserve bank of its district 
to the amount of 6 per cent of its own capital and surplus and pay 
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in cash 50 per cenl of such subscription. This is necessary in 
order that the national bank may fulfill its requirement of mem- 
bership in the Federal Reserve System. After all requirements 
have been met, the charter or the certificate of authority to com- 
mence business is issued. 

The bank's capital. The capital invested by the bank’s stock- 
holders is a kind of guaranty fund protecting depositors from 
losses arising from bad loans and investments. The invested cap- 
ital, or capital fund, of a bank consists of the capital stock, sur- 
plus, and undivided profits. So long as the banks loans and in- 
vestments do not shrink by an amount greater than the invested 
capital, depositors cannot lose. The invested capital, therefore, 
must be adequate to protect depositors against a depreciation of 
the bank’s assets arising from business depression, errors of judg- 
ment by the banker, or any other cause. 

What constitutes an adequate amount of invested capital is diffi- 
cult to determine. On the face of things it would appear that 
adequacy of capital should be measured in relation to the volume 
of deposits. Thus the proper criterion would be the capital- 
deposit ratio/ As a matter of fact, supervisory authorities have 
generally emphasized this ratio as a proper guide to bank regula- 
tion. During the 1930’s the Federal Deposit Insurance Corpora- 
tion attempted to establish a rule that insured banks should have 
a ratio of net sound capital to deposit liabilities of at least 1:10. 
Thirteen states also established statutory requirements for mini- 
mum capital-deposit ratios at mo. 1 Before 1929, few banks 
would have had any trouble conforming to this rule. At present, 
however, the case is somewhat different. Bank deposits have in- 
creased tremendously as a result of the w^ar. Even though the 
capital of insured commercial banks increased by over $3.5 billions 
between December 31, 1940 and December 31, 1948, the resulting 
capital-deposit ratio averaged only about 7.3 per cent. 

Now clearly there is nothing sacred about the 1:10 ratio. Like 
many rules of thumb, it seems to have been adopted because of 


1 The Indiana law permits the Department of Financial Institutions to require 
an increase in capital or a decrease in deposits i£ the net sound capital for the 
preceding year is less than 10 per cent of the bank's average daily deposits. Such 
action may not be taken if the hank's cash plus United States Government securities 
(direct and guaranteed) amount to 50 per cent of the total deposits. C£. Robinson, 
R, I., “Capital-Deposit Ratio in Banking Supervision,” Journal of Political Econ- 
omy, February 1941. 
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convenience in calculation. There has developed, therefore, con- 
siderable opposition to the blind adherence to the rule. It is 
quite properly held that the size of necessary capital funds is more 
closely related to the type of assets than to the volume of deposits. 
Were a bank to carry all its assets in cash, there would obviously 
be no need for capital to protect depositors. Likewise, when a 



Chart 2, Ratios of Total Capital Accounts to Total Assets 
of Insured Commercial Banks. 


bank’s earning assets consist mainly of government securities, there 
is need for but little owner’s equity to provide adequate protec- 
tion to depositors. There have been proposals that instead of a 
fixed capital-deposit ratio rule, a standard be set up based upon 
the class of assets held by the banks. Thus, against deposits repre- 
sented by cash and highly liquid and safe bonds or open-market 
paper, the required capital ratio would be lower than against 
deposits backed by more hazardous and speculative assets. For 
example, on December 31, 1948, the total loans and investments 
of insured commercial banks amounted to $112.3 billions. Of 
this total, $61.4 billions were United States Government obliga- 
tions. If one deducts these Government obligations from the 
total, on the assumption that they involve no credit risk, there 
remains but $50.9 billions of “risk” assets. The ratio of invested 
capital of $10.1 billions to the $50,9 billions of risk assets is 19.8 
per cent or almost 1:5. 
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Capital requirements for organization. National banks are not 
required by law to maintain any particular capital-deposit ratio. 
The law specifies the capital required for organizing new banks 
only. Thus, to establish national banks in cities of not over 
6,000 inhabitants, capital requirements are $50,000; in cities of 
from 6,000 to 50,000 inhabitants, capital requirements are 
$100,000; and in cities of over 50,000, capital requirements are 
$200,000, save that in outlying districts national banks may be 
organized with $100,000 capital if state banks are permitted to do 
so. State laws contain similar provisions. 2 

In addition to the minimum capital required of new banks, na- 
tional banks are now required to have a paid-in surplus equal to 
20 per cent of their capital before beginning business. Further, 
national banks must add not less than one-tenth of their net profits 
to surplus until the latter is equal to the common stock. 

Bank stock . Before 1933 the owners’ capital in banks was ob- 
tained exclusively by the sale of common stock. Such stock was 
subject to double liability in the case of national banks, a provision 
generally applicable to state banks as well. This provision meant 
that in case of failure the stockholders might be assessed an amount 
equal to the par value of their stock to help reimburse the de- 
positors. The double liability provision did not prove to be of 
any great benefit to depositors of closed banks. When occasion 
arose, therefore, in 1933, requiring the sale of a large amount of 
capital stock to rehabilitate banks which were in trouble, it seemed 
advisable to abolish double liability in order to enhance the at- 
tractiveness of the new stock issues. Consequently the Emer- 
gency Banking Act of 1933 provided that new stock sold by na- 
tional banks should be free from double liability. In 1935 the 
national banking law was amended further to enable national 
banks to terminate double liability on all stock on July 1, 1937 or 
later, after publication of six months’ notice. The double lia- 
bility requirement on state banks was written into the constitu- 
tions of many states, and its removal, consequently, had to wait 
upon constitutional amendment. To reduce this disadvantage of 
state banks, Congress, on May 25, 1938, amended Section 12B of 
the Federal Reserve Act to permit the Federal Deposit Insurance 


2 For a compilation of State laws governing minimum capital requirements for 
state banks and trust companies, see the Federal Reserve Bulletin, December 1940, 
pp. 1267-1274. 
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Corporation to waive any claim which it might have lor double 
liability against the stockholders of failed state banks where double 
liability has not already been abolished. 

Banking laws generally provide that in case a bank suffers losses 
great enough to reduce the stockholders’ equity below the par 
value of the capital stock, the stockholders are to be assessed an 
amount sufficient to repair the deficiency. Payment of such assess- 
ments is a necessary price for the privilege of continuing the 
operation of the bank. 

After the banking holiday of March 1933, many banks that 
reopened were in a weak condition. To insure soundness in tire 
banking structure the examiners ordered banks to write off as 
losses all unsound loans and investments. As a result there was 
an impairment of the capital of many banks since their net sound 
capital was less than their outstanding capital stock. Although 
in such a case stockholders were technically liable for an assess- 
ment to correct the impairment, at this time the banks were per- 
mitted to “recapitalize” or reorganize their capital structure, re- 
ducing the par value of the common stock to a figure correspond- 
ing to the net worth after losses were taken. This reorganization 
left some banks with inadequate capital. Because additional com- 
mon stock was difficult to sell to the general public at that time, 
national banks and some state banks were permitted to issue and 
sell preferred stock. Such stock was free from assessment for cap- 
ital impairment and also free from double liability. Some was 
sold to old stockholders and to the general public, but mainly it 
was bought by the Reconstruction Finance Corporation, a Govern- 
ment-owned corporation created to assist distressed financial and 
business concerns. Because some state banks were not legally 
permitted to issue preferred stock, they were encouraged to sell 
capital notes and debentures to the RFC to rehabilitate their cap- 
ital structure. In 1935, the investment of the RFC in preferred 
stock, capital notes, and debentures of insured banks reached a 
peak of about $1,000,000,000 but has since declined to a negligible 
figure as banks used wartime earnings to retire such issues. 

Management and Control 

Before 1933, banks issued only common stock and the control 
therefore rested with the common stockholders who elected the 
directors. After 1933, the appearance of preferred stock modified 
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the absolute control by the common stockholders, for preferred 
stockholders ordinarily share in the voting power. Banks that 
sold preferred stock to the RFC while reorganizing their capital 
structure frequently were required to give preferred stock as a 
class twice the voting power of common stock as a class should the 
preferred stock be in arrears in dividend payments. 

The bank directors. The boards of directors of national banks 
may consist of not less than five nor more than twenty-five direc- 
tors. In their election stockholders have the privilege of cumu- 
lative voting. The directors must be citizens of the United States 
and three-fourths of the board members must have resided in the 
State, Territory, or District, or within 50 miles of the bank’s head 
office, for at least one year before election, and must continue such 
residence during their term of office. They are sworn to ad- 
minister the affairs of the bank diligently and honestly. 

Bank directors are chosen both for their business experience 
and skill and for their value in attracting important customers’ 
accounts. The intelligent businessman, holding a responsible 
position in trade or industry, makes a valuable member of a bank’s 
board of directors. His knowledge and experience enable him 
to contribute wise counsel to the bank management. Further- 
more, his position as director may be expected to attract the ac- 
counts of other businessmen. 

It sometimes happens, however, that directors, chosen largely 
for their prestige value, fail to understand clearly the nature of 
the responsibilities they have assumed. In such cases their atten- 
tion to the bank’s affairs may be purely perfunctory, leaving the 
actual control of bank policies and operations in the hands of the 
officers. Such an attitude may matter little when officers are 
honest and competent and times are good. But sometimes incom- 
petency and dishonesty, preventable by diligence on the part of 
the directors, lead the bank to ruin. Even honest and competent 
officers need and are entitled to receive the wise counsel of the 
directors. Directors who fail to take an active and constructive 
part in determination of the banking policies are failing in their 
duties and may incur a serious penalty for such negligence. The 
law requires that directors exercise ordinary care and prudence in 
the administration of the bank’s affairs. Although they may en- 
trust the actual operations to duly authorized officers, they must 
exercise reasonable supervision and cannot hide behind the shield 
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of ignorance where ignorance is the result of gross inattention. 
Where the courts find that a director’s neglect has been respon- 
sible for the bank’s loss, they hold him liable. 

The directors of member banks may be removed from office by 
the Board of Governors of the Federal Reserve System on proof 
that they have been guilty of violation of the banking laws or have 
knowingly permitted the continuance of unsound or unsafe prac- 
tices by the officers. 

Public supervision atid bank management. Bank managers are 
not entirely free to determine their policies as they may choose. 
Banks are among the most regulated of our economic institutions 
and the banker’s policies must be set up within the framework of 
the regulations imposed by public authority. These regulations 
are primarily aimed at safeguarding the banks and maintaining a 
sound banking sysLem. The justification for such regulations has 
been well stated by the Board of Governors of the Federal Reserve 
System . 8 

Banking is a business vested with a public interest. The cur- 
rent financial needs of commerce, industry, and agriculture are 
met largely through the individual actions of the 15,000 separate 
banks in operation in this country. The volume of their loans 
and investments has a direct relationship to the volume of busi- 
ness activity, and the deposits created by these loans and invest- 
ments, as they pass from hand to hand, are the medium through 
which the bulk of the nation’s payments are made. 

Successful operation of our banking institutions is, therefore, 
necessary to the orderly functioning of the nation’s business. It 
is not merely the concern of those who have invested their money 
in the banking business, nor merely of those who have entrusted 
their deposits to the banks. It is also a matter of public concern, 
both because of the importance of safeguarding deposits and be- 
cause of the part that the banks play in maintaining the Row of 
goods and services through the channels of production and dis- 
tribution, from the farm, the forest, and the mine to the ultimate 
consumer. Interference with the orderly functioning of banks, 
whether through bank failures or otherwise, results in the elimi- 
nation of an habitual source of financial assistance on which the 
bank’s customers have relied, and in the loss or tying up of de- 
posits belonging to the depositors who have made their business 
and personal plans in the assurance that they have this money at 
their disposal. 

S "Problems of Banking and Banking Supervision/' from the Annual Report of 
the Board of Governors of the Federal Reserve System, 1938, p, x* 
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The foundation for bank regulation is found in the banking 
laws under which the banks operate. National banks must con- 
form to both the National Banking Act and the provisions of the 
Federal Reserve Act. State banks similarly are controlled by the 
laws of their respective states, and when members of the Federal 
Reserve System, by the Federal Reserve Act also. We shall have 
occasion later in our study to take note of these laws as they apply 
to particular banking operations. Out of these laws that regulate 
banking there necessarily arise supervisory boards and examiners 
charged with the duty of enforcing compliance. It follows that 
these regulatory and supervisory bodies play a significant part in 
bank management. They impose rules of banking conduct con- 
sistent with the banking laws and by examination and reports at- 
tempt to compel observance of these rules. Unhappily for the 
banker, there is a good deal of duplication in the efforts of the 
banking supervisors, and individual banks often find themselves 
making reports to and being examined by two or more supervisory 
authorities. 


The Bank Statement 

It may almost be said that a bank is a bookkeeping institution 
that shifts paper claims about among various individuals or busi- 
ness houses. It receives, as deposits, claims against other banks. 
It makes loans through mere book entries. The number of em- 
ployees engaged in keeping the accounts and signing orders may 
exceed the number engaged in handling various forms of money. 
Consequently, an understanding of a bank’s operations may per- 
haps best be derived by beginning with an analysis of the results 
of these bookkeeping activities in the form of a statement of the 
bank’s resources and liabilities. Such a statement gives a cross- 
section view of the bank’s affairs as they exist at the time the state- 
ment is drawn up and thus affords the student of banking a 
glimpse of the banking function. 

Bank statements, as such, are common enough to excite little 
interest in the mind of the man in the street. Published state- 
ments of national banks appear regularly in the home-town news 7 
papers at the date when the Comptroller of the Currency calls for 
reports. These reports must be made at least three times a year 
or oftener, as the Comptroller may require. Similar reports ap- 
pear for the state banks. In spite of the relative frequency of 
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these published reports, they are usually of slight value to bank 
customers who are anxious to learn something of the affairs of 
the bank with which they deal. This is true for several reasons. 
First, the average person is not conversant enough with banks and 
banking affairs to understand the significance of the items appear- 
ing in the published report. Moreover, many banks combine the 
items making up their resources and liabilities in such a way that 
even an expert would be unable to discover the real position of 
the bank. Finally, the reality of the picture of the bank’s affairs 
given by the bank statement depends upon the accuracy of the 


Condensed Report of Condition of 

Etfe ffittrbtte §>tate iBank 

WEST LAFAYETTE, INDIANA 
at the cloee of baalneaa Jane SO, 1949 


RESOURCES 


Cash on hand, and on deposit with other banka $ 874,757.34 

U. S. Bonds, Treasury Note* and Bonds guaranteed by 

U. S. Government .............. ... ..... . 3,384,806.17 

Other Bonds and Securities — — 41,432.22 

Loans and Discounts - - 1,704,714.98 

Banking House, Furniture and Fixtures — ...... 15,500.00 

16,021^10.71 


Capital Stock - 

Surplus — 
Undivided Profits 

Deposits 

Other Liabilities . 


LIABILITIES 



* 100,000.00 
126,000.00 
67,590.48 
5,725,049,28 
3,571.00 


16,021,210.71 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 


accountant’s estimate of the value of the bank’s resources and the 
completeness of his enumeration of its liabilities. Banks some- 
times operate for a number of years without writing off their losses. 
When this happens, the resources of the bank appear larger than 
they actually are, and the bank may retain the confidence of the 
public even when the real conditions do not justify it. Some con- 
servative bankers conceal certain assets such as real property owned 
by the bank. Some years ago, a prominent Chicago bank evalu- 
ated its bank building, containing much valuable office space and 
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located at an important corner of the Loop, at the sum of one 
dollar. 

Although the bank statement may often reveal less of the true 
condition of the bank publishing it than one might desire, it is 
nevertheless a valuable device for giving an idea of the manner 
in which banks operate. The bank statement on page 94 illus- 
trates the usual form of published statement, which gives the out- 
sider little clue to the details but states its facts in broadest outline: 

The detailed statement , The statement below, published by 
the Federal Deposit Insurance Corporation, gives more details of 
the operations of banks. Such detailed statements as these are 
not published for individual banks. 


Assets and Liabilities of Operating 
Insured Commercial Banks, June 30, 1949 

(Amounts in thousands of dollars) 

Assets 

Cash, balances with other banks, cash collection items — total . , $ 33,731,946 


Currency and Coin 2,038,588 

Reserve with Federal Reserve Banks (member banks) 17,806,625 

Demand balances with banks in the U.S. (except private 

banks and American branches of foreign banks 7,748,380 

Other balances with banks in the U.S 37,400 

Balances with banks in foreign countries 18,359 

Cash items in process of collection 6,082,594 


Obligations of the U.S. Government, direct and guaranteed , . . 61,988,221 

Other securities — total 9,254,926 

Obligations of states and political subdivisions 5,765,550 

Other bonds, notes and debentures 3,181,481 

Corporate stocks: 

Federal Reserve Banks 205,418 

Other corporate stocks 102,477 


Total securities 71,243,147 

Loans and discounts, net — total 40,535,377 

Valuation reserves 453,930 

Loans and discounts, gross — total 40,989,307 


Total loans and securities 111,778,524 


Bank premises, furniture and fixtures, and other real estate . . . 1,117,896 


Miscellaneous assets — total 588,001 

Customers’ liability on acceptances outstanding* 135,451 
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Tables of Assets and Liabilities 
(cont’d.) 

Income accrued but not collected . 245,608 

Prepaid expenses . * 30,444 

Other assets 176,498 


Total assets $147,216,367 

Liabilities 

Deposits of individuals, partnerships, and corporations — total $111,598,463 

Demand 77,020,805 

Time 34,577,658 


Certified and officers' checks, cash letters of credit and travelers' 
checks outstanding, and amounts due Federal Reserve 
Banks 2,352,568 


Government deposits total 10,886,877 

U,S. Government — demand 2,139,211 

U.S. Government — time 157,260 

Postal savings 5,946 

States and political subdivisions — demand 7,341,464 

States and political subdivisions — dime 1,242,996 


Interbank deposits total 10,578,444 

Banks in the United States 9,086,911 

Banks in foreign countries 1,491,533 


Total deposits 135,416,352 


Miscellaneous liabilities — total 1,345,851 

Bills payable and rediscounts 26,605 

Acceptances outstanding 150,322 

Dividends declared but not yet paid 55,122 

Interest collected but not earned 209,420 

Expenses accrued and unpaid 365,857 

Other liabilities 538,525 


Total liabilities (excluding capital accounts) 136,762,203 


Capital Accounts 

Total capital accounts $ 10,454,164 

Capital stock, notes, and debentures 3,368,129 

Surplus 4,552,144 

Undivided profits 2,010,341 

Reserves 523,550 


Total liabilities and capital accounts 


$147,216,367 
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Definition of bank assets . Although some of the entries appear- 
ing in the above statement need no explanation, others deserve 
some special attention to make their meaning clear. 

1. Currency and coin represent the till money carried by banks 
to meet customers’ immediate cash needs. 

2. Reserve tuith the Federal Reserve Banks repiesents deposits 
of member banks with the Federal Reserve Banks and constitutes 
the reserves that satisfy the legal requirements. 

3. Demand balances with banks in the United States ( except 
private banks and American branches of foreign banks) comprise 
working balances or deposits carried by banks with each other. 
Such “bankers’ balances” or “due from other banks” items are car- 
ried as deposits with city correspondents. In general, small banks 
carry deposits with city correspondents in nearby larger cities and 
in New York. These balances furnish convenient means for facil- 
itating the collection of checks drawn on banks in distant areas. 
The banks holding these reserve deposits often undertake to col- 
lect checks drawn on banks in their districts and credit the amounts 
realized to the depositing bank’s account. Likewise, when checks 
drawn on the local bank appear in distant cities and are sent home 
for payment, the local bank may remit amounts due by drawing 
drafts on its account in the city correspondent bank. Thus we see 
these balances perform the twofold function of acting as reserve 
funds and of providing a means for handling the collection of 
checks. 

4. Other balances with banks in the United States are mainly 
time deposits and some deposits in private banks. 

5. Balances with banks in foreign countries are funds held 
abroad mainly for the purpose of providing foreign exchange. 

6. Cash items in process of collection include the following 
three groups: 

(a) “Exchanges for the clearinghouse,” consisting of checks 
deposited or cashed at the bank during the course of the 
day and drawn on banks located in the city or immediately 
surrounding territory and affiliated with the local clearing- 
house. These checks will be presented through the clear- 
inghouse to the banks on which they are drawn at the next 
clearing period. 

(b) “Collections in transit,” consisting of checks, drafts, and 
other items payable in another city, for which the bank has 
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given the depositor credit but which are not yet collected. 
When these checks and drafts are acquired, they are sent to 
the transit department where proper disposal is made of 
them for collection. They may be sent to the Federal Re- 
serve Bank of the district if the bank is a member or a clear- 
ing nonmember; they may be sent to a city correspondent] 
or they may be sent directly to the bank on which they are 
drawn for payment. 

(c) “Checks and other cash items” consist of local checks and 
drafts drawn on banks that are not members of the local 
clearinghouse. Miscellaneous cash items such as bond cou- 
pons for which depositors get immediate credit may also be 
included, 

7. Obligations of the United States Government } direct and 
guaranteed , include: 

(a) Treasury bills, usually issued with maturities of three 
months, although sometimes longer, sold on a discount 
basis; ue^ they carry no interest. 

(b) Treasury certificates of indebtedness, with maturities of 
from nine to twelve months, issued on an interest-bearing 
basis. 

(c) Treasury notes with original maturities of from three to 
five years. 

(d) Long-term Treasury bonds, 

(e) Government guaranteed debentures of the FHA. 

8. Other securities include: 

(a) State, county, and municipal bonds, representing con- 
servative investments that are somewhat less liquid than 
U.S. Government issues. 

(b) Other bonds and securities consisting of public service 
corporation bonds; industrial corporation bonds; and for- 
eign bonds. 

(( c ) Stock in the Federal Reserve Banks which member „ 
banks must own as a qualification for membership in the 
Federal Reserve System. 

(d) Other corporate stocks held for investment where the 
law permits. 

9. Loans and discounts , gross total, include all kinds of prom- 
issory notes and bills of exchange held by the bank. When in- 
terest is to be paid at maturity the instrument is referred to as a 
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“loan’*; when no interest is called for the instrument is “dis- 
counted” by the bank; i.e. } the bank gives the borrower the 
amount of the note minus the interest and receives the whole face 
amount at maturity. Included among loans are “overdrafts,” 
which are unsecured advances to depositors who overdraw their 
accounts. 

“Valuation reserves” include deductions from gross loans and 
discounts allowed for income tax purposes and constitute a reserve 
against losses on loans and discounts. The net loans and dis- 
counts only are used for computing the total assets of the bank. 

10. Bank premises , furniture and fixtures , and other real estate 
include: 

(a) Property owned by the bank and used in the banking 
business. 

( b ) Real estate owned by the bank not used in the business. 
Such property generally has been taken by the bank on de- 
faulted mortgages and is being carried temporarily by the 
bank until it can be disposed of on favorable terms, 

11. Under miscellaneous assets, Customers ' liability on accept- 
ances outstanding refers to the liability of customers to reimburse 
the bank when the latter has accepted time drafts drawn against it 
for the benefit of the customer. Income accrued but not collected 
includes interest already earned on unmatured loans and accrued 
bond interest not yet payable. 

The meaning of bank liabilities. Bank liabilities fall into three 
main divisions: (1) deposits and related items; (2) miscellaneous 
liabilities; and (3) capital accounts. 

1. Deposits of individuals , partnerships , and corporations com 
stitute the largest class of deposits of commercial banks. They are 
subdivided into: 

(a) Demand deposits or checking accounts, which constitute 
the bulk of the effective money supply. 

(1 b ) Time deposits, which are either savings accounts or time 
certificates. 

2. Certified checks outstanding arise from the request of de- 
positors that checks drawn be certified by the bank. Granting this 
request binds the bank and adds to the acceptability of the check 
since the bank cannot afterward refuse to honor the check because 
of stop-payment orders, forgery, or insufficient funds. On certi- 
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fying the check the bank protects itself by immediately deducting 
the amount of the check from the depositor's account. Cashiers 
checks are checks drawn on the bank by the cashier and issued to 
customers desiring an acceptable form of draft to make payments 
where personal checks cannot be used. Also such checks are 
drawn and issued in payment of debts owed by the bank. This 
whole class of liabilities is often lumped in with demand de- 
posits. 

3. Government deposits in banks are simply funds accumu- 
lated out of taxes or borrowings and being held for disbursement. 
An exception are the postal savings funds received by the post 
office department and deposited with the banks. Government de- 
posits are normally protected by special collateral handed over by 
the bank to act as security or else some preference may be given to 
insure the safety of the deposits. 

4. Interbank deposits are mainly working balances carried by 
“country" banks with their city correspondents. They also in- 
clude funds belonging to foreign banks placed on deposit for use 
in making settlements for international transactions. 

5. Miscellaneous liabilities include a number of different 
items. 

(a) Bills payable and rediscounts combined represent the 
volume of funds obtained by the bank through borrowing 
or sale of commercial paper to some other bank or the Fed- 
eral Reserve Bank. Rediscounts are included here, rather 
than deducted from the loan assets because rediscounted 
paper must be indorsed by the bank and its ultimate pay- 
ment guaranteed to the purchaser, 

( b ) Acceptances outstanding are liabilities arising from the 
acceptance of time drafts for the benefit of the bank's cus- 
tomer. 

(c) Income collected but not earned includes discounts 
taken on paper that does not bear interest to be paid at 
maturity. 

(d) Other liabilities include reserves of various kinds repre- 
senting deductions made from the total assets before the 
calculation of the stockholders 5 equity or the capital ac- 
count. They include: 

(1) Reserves for taxes accruing before tax-paying time; 

(2) Reserves for interest accruing on deposits; and 
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(3) Reserves for depredation of buildings, furniture, and 
fixtures. 

The capital account constitutes the stockholders’ contribution 
or interest in the bank. Only in this sense is it a '‘liability/’ It 
is obtained by deducting from the total assets all the liabilities to 
outsiders including the sundry reserve accounts enumerated above. 
The remainder belongs to the stockholders. It is common prac- 
tice to set aside from this total remainder a reserve for unfore- 
seeable contingencies that may cause a shrinkage in the value of 
the bank’s assets. This practice permits the bank to absorb losses 
without disturbance to the more formal items in the capital ac- 
count. What remains of the capital account after reserves for con- 
tingencies have been set aside is divided into three categories. 
First is the capital stock } which is carried at its face or par value. 
What remains is surplus and undivided profits. As the current 
operations return profits to the bank, they are credited to the 
undivided profits account, from which will be paid all dividends. 
Part of the profits remaining after dividends are paid are then 
transferred from undivided profits to surplus, as a means of serv- 
ing notice upon dividend-hungry stockholders, as well as the gen- 
eral public, that such amounts are to remain as permanent addi- 
tions to the stockholders’ investment in the bank. 

Questions for Study 

1. Can you give any explanation for the preference for state or na- 
tional charters when starting a bank? 

2. What requirements exist to aid in insuring that newly formed banks 
are needed and will be properly operated? 

3. Why is the capital-deposit ratio less significant than the capital-risk 
asset ratio? Why do the national banking laws give inadequate 
attention to the need for invested capital? 

4. What is meant by a) double liability of bank stock? b) assessment to 
correct capital impairment? 

5. Why are banks subject to public supervision? 

6. Arrange the following items to form a bank balance sheet: (Total 
resources amount to $4,237,279.) Reserves for contingencies, et, 
$10,617. Deposits of other banks $342,919. Miscellaneous assets 
$18,112. Demand deposits $2,275,801. Overdrafts $650. U.S. se- 
curities $1,763,401. Cash items in process of collection $227,275. 
Time deposits $gi2,io8. Certified checks outstanding $104,861. 
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Government deposits $238,831. Bank premises, furniture and fix- 
tures $32,772. Loans and discounts $1,194,100. Other securities 
$220,084. Deposits in other banks $120,978. Surplus $149,639. 
Reserves with the Federal Reserve Bank $610,884. Undivided 
profits $68,837. Miscellaneous liabilities $43,676. Currency and 
coin $49,019. Capital stock $90,000. 

7. Show the amount of immediate changes in the appropriate items 
that would arise from each of the following transactions: 

a) The bank lends $1,000 for 6 months at 4 per cent interest. The 
borrower takes one half in cash and the remainder on his check- 
ing account. 

b) The bank buys, on a discount basis, $20,000 worth of open 
market paper having 4 months to run to maturity. The dis- 
count rate is 1.5 per cent per annum and payment is made by 
draft on the bank’s Chicago correspondent. 

c) The bank buys, through its Chicago correspondent, $100,000 
par value of 2^ per cent U.S. bonds at 103. 

d) The bank receives on deposit: 1) $1,000 in out-of-town checks, 
2) $20,000 in checks on local banks, 3) $2,500 in checks on itself, 
and 4) $4,000 in cash. 

e) Customer B, with a balance of $360, drew a check for $400 and 
gave it to Customer C who deposited it to his account in the 
bank. 

f) The bank examiner ordered the write-off of a $5,000 note. 

g) The directors ordered a 4 per cent dividend paid on the capital 
stock. This payment was made in cashier's checks. 
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The Banker and Credit Instruments 


The nature of credit. In a general sense, credit is based on 
confidence in the debtor’s ability to make a money payment at 
some future time. Its existence involves a creditor, who extends 
credit, and the debtor to whom the credit is extended. Basically, 
the reason for credit is found in the need or desire of individuals 
and business firms to obtain economic goods ahead of their ability" 
or desire to pay. Merchants, therefore, are called upon to extend 
trade credit to buyers, whereas banks and other lending institu- 
tions extend credit to borrowers who wish to obtain cash with 
which to make purchases. 

Credit instruments . The evidences of credit extension take 
various forms. Trade credit often is in the form of an open ac- 
count, which arises from the seller’s “charging” the amount of the 
purchase against the buyer on his books. Such sales carry with 
them an agreement for payment within a certain number of days. 
The open account is a form of credit instrument in that it may be 
held by the seller himself or it may be assigned by him to someone 
else. It is the most important form of trade credit used by Ameri- 
can businessmen. But the buyer may give the seller a promissory 
note, or he may accept (sign) a bill of exchange drawn on him by 
the seller for the amount of the purchase price. In such a case the 
trade credit results in a more readily recognizable form of credit 
instrument. 

Individuals and firms may, however, wish to take cash discounts, 
or they may prefer to buy from sellers who are unable or unwilling 
to extend trade credit on favorable terms. The would-be buyers 
then may apply to a bank (or other lender) for a money loan. 
Bankers specialize in judging the credit standing of borrowers and 
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therefore can take credit instruments in the form of borrowers’ 
notes and give out cash in return. Because commercial banks can 
operate on fractional cash reserves, they are able to trade their own 
demand deposits (demand promises to pay cash) for the borrowers’ 
notes. In this manner a credit instrument of inferior status is 
exchanged for a superior and more acceptable one in the form of 
bank credit The banker, in other words, has “monetized” the 
borrowers’ credit since, it will be remembered, checking accounts 
in banks are used as a form of money. 

The bank and credit instruments . The banker’s stock in trade 
consists largely of negotiable credit instruments. The deposits he 
receives consist mainly of checks, drafts, and paper currency, all of 
which are negotiable in form. Only specie and minor coin are 
not negotiable in form, yet they too have some of the characteristics 
of bearer demand negotiable credit instruments. 

When the banker receives a deposit, he may create a negotiable 
credit instrument directly if he gives the depositor a negotiable 
certificate of deposit, or indirectly if he enters the amount on the 
depositor’s pass book so as to entitle him to draw checks. Check- 
ing accounts, used as substitutes for currency, are transferrable by 
the use of another form of negotiable credit instrument, the bank 
check. Central banks, in contrast to ordinary commercial banks, 
create credit instruments in yet another form. Not only can they 
create deposit credit but they can also create negotiable instru- 
ments in the form of bank notes. These notes have the advantage 
of being directly transferrable from person to person without the 
necessity of writing checks. Moreover, because of their form and 
appearance, they are readily accepted without regard to the credit 
standing and identity of the person offering them. In modern 
banking systems they are legal tender. 

The promissory notes and bills of exchange that banks take from 
borrowers, and the securities they purchase, are in the form of 
negotiable credit instruments. It is evident, therefore, that the 
rules governing credit instruments, and particularly those instru- 
ments which are negotiable in form, are of great practical im- 
portance both to banks and to those who deal with them. We 
shall examine into the nature of negotiable credit instruments and 
the rules governing them in some detail. 

Whal is a negotiable credit instrument? To be negotiable, the 
credit instrument must be in tangible form that can be physically 
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transferred from one holder to another. Hence the requirement 
that it must be a written promise or order to pay money signed by 
the person who originates it. Thus, a charge account cannot be 
a negotiable instrument. Furthermore, it must contain “words 
of negotiability” that indicate clearly the intent of the parties that 
it be negotiable. Generally words of negotiability are “pay to the 
order of’ or “pay to bearer” although the word “negotiable” if 
written on it is sufficient. Also a negotiable instrument must 
be payable in a “certain sum of money.” A promissory note 
promising to deliver grain or other commodities would not qualify 
as a negotiable instrument. In addition, the promise or the order 
to pay money must be clear and without conditions. For instance, 
# a promise to pay $100 on the election of a certain man to public 
office would be conditioned upon the outcome of the election, 
and so could not be a negotiable instrument. 

Negotiable instruments fall naturally into two classes. The 
first is the negotiable promissory note, which is simply the promise 
of the maker of the note to pay a sum of money to the order of 
another on demand or at a certain future date. The second type 
of negotiable instrument is the bill of exchange. The bill of ex- 
change is in the form of an order to pay money addressed to (drawn 
on) a debtor by a creditor. For example, a trade bill is an order 
drawn by the seller of merchandise upon the buyer. If the buyer 
is to be given credit, the bill will be payable at the proper future 
date. The seller will, in that case, present the bill of exchange 
to the buyer, who “accepts” by putting his name on it. This 
signature binds the acceptor to pay the bill of exchange and makes 
the bill a trade acceptance . Under certain circumstances time 
drafts or bills of exchange are drawn against banks, wffiich “ac- 
cept,” by signing, and thus create bankers' acceptances . 

Finally a very common form of bill of exchange exists in the 
ordinary bank check. Here the depositor, a creditor of the bank, 
orders payment to some specified person or payee. Also, banks 
themselves draw bills of exchange against deposits carried with 
their city correspondents. These bills are commonly referred to 
as “drafts.” Except for bank checks and drafts, the use of bills of 
exchange in American domestic business is rather limited. The 
trade bill does not have widespread use in settling domestic trans- 
actions because of the prevalence of the practice of extending 
credit by selling on open account. In foreign trade, on the other 
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hand, bills of exchange are very commonly drawn by sellers on 
buyers, or on the buyers’ banks, as a means of obtaining payment 
for goods and services sold abroad. 

Importance of negotiability . What difference does it make 
whether or not a credit instrument is negotiable? The answer is 
simply this: A person who receives a nonnegotiable credit instru- 
ment by purchase or assignment, obtains, like any ordinary as- 
signee, only those rights to collect which the previous owner or the 
assignor had. If the title of the transferor of a nonnegotiable 
instrument was faulty in any particular, the title received by the 
transferee or assignee is equally faulty. For example, if the payee 
(the person named to receive payment) of a nonnegotiable instru- 
ment cannot enforce it because he obtained it from the maker by 
fraud, the person who receives the instrument, or any subsequent 
holder, cannot collect it for the same reason. This resembles the 
effect of the assignment of an open account which the assignor 
cannot collect because of some defense. The assignee, too, cannot 
collect. 

But if a negotiable credit instrument is taken by a person who 
is a holder in due course , it can often be collected even though the 
original payee or holder could not collect it. This superior posi- 
tion of the holder in due course arises apparently from the fact 
that the courts are eager to facilitate the use of credit instruments. 
Their acceptability is considerably enhanced by the protection 
afforded the holder in due course. 

A holder in due course is one who has taken an instrument: 
t (i) that is complete and regular upon its face; (2) before it be- 
came overdue and without notice of any previous dishonor; (3) 
in good faith and for value; and (4) with no notice of any infirmity 
in the instrument or defect in the title of the person negotiating it. 

Advantages of a holder in due course. Let us see the nature of 
the advantage that the law gives the innocent holder in due 
i course. The law classifies defenses against the payment of credit 
instruments into two types. The first type are called absolute 
defenses because, when proved, they defeat any holder’s attempt 
to enforce payment from the person nominally obligated to pay. 
Absolute defenses defeat even the claims of that specially favored 
person, the holder, in due course. Such defenses include: (1) 
forgery of the maker’s name or forgery of the payee’s endorsement 
of an instrument payable to his order; (2) lack of legal capacity of 
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the maker or obligor to contract, whether because of infancy 
(under 2 1 years) or insanity; (3) lack of delivei-y of an incompleted 
instrument. In the last case, should a person sign a note or check 
and lose it before completely filling in the blanks (date, payee, or 
amount) a finder cannot complete the instrument and make it en- 
forceable against the one who signed it. 

Of more importance to us here, however, are the advantages 
accruing to the holder in due course because of his freedom from 
certain types of defenses. These defenses are called personal be- 
cause they apply only to persons who are immediate parties to the 
instrument and who, therefore, are aware of the objections or 
defenses to its payment. Such personal defenses include: (1) 
fraud; (2) lack of delivery; (3) lack of consideration; (4) wrongful 
filling out of an incompleted instrument; (5) conditional delivery 
when the condition has not been fulfilled; (6) illegality; and (7) 
duress. For example, if a seller of merchandise misrepresents the 
quality and so induces the buyer to give him a negotiable promis- 
sory note, the fraud practiced on the buyer is a defense against 
paying the seller. But, because fraud is only a personal defense, 
if the seller negotiates the note to the bank, which takes it in good 
faith for value, unaware of the fraud, the bank can collect. Simi- 
larly, when the maker of a promissory note has not yet inten- 
tionally delivered it to the payee, the latter could not collect it 
even though he found it or otherwise improperly came into pos- 
session. An innocent holder, however, could collect. Again, the 
obligor on a negotiable instrument need not pay the person to 
whom he gave it, should it later appear that he received nothing 
of value in return; i.e^ there was lack of consideration. But the 
holder in due course can collect if the instrument comes into his 
hands. Finally, should a negotiable instrument be delivered to 
the payee with date, amount, or payee’s name left blank, the payee 
is authorized to fill in the blanks correctly. Should he, for ex- 
ample, fill in an amount in excess of what is correct, he cannot 
collect. But the holder in due course can collect if it is negotiated 
to him. 

Material alteration . A material alteration of a negotiable in- 
strument may consist of changes in: (1) the date; (2) the sum 
payable; (3) the time or place of payment; (4) the number or the 
relations of the parties; and (5) the medium or currency in which 
payment is to be made. It may also consist of the addition of a 
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place of payment where none is specified, or any other change 
altering the effect of the instrument. 

Probably material alteration most commonly takes the form of 
raising the amount to be paid. When this or any other material 
alteration is made by a person holding the instrument, such a 
holder cannot collect anything and so far as he is concerned, the 
instrument is discharged. But a special concession is made to an 
innocent holder to whom it may be negotiated, for he may collect 
it according to its terms before alteration. 

Transfer of title. There are various ways in which a holder in 
due course can acquire the title to a negotiable instrument. If 
the instrument is payable to the order of the payee, two steps are 
required. First, the payee must give an “order” by endorsing his 
name on the instrument. The second step is its physical delivery. 
If either of these steps is lacking, no title passes. On the other 
hand, should the instrument be payable to bearer, any holder, 
whether he owns it or not, can transfer title to the holder in due 
course by mere delivery alone. For example, should an instru- 
ment payable to bearer become lost, a finder would have no right 
to collect it. But he may pass the title with full right to collect to 
an innocent holder who is unaware that the instrument was lost 
and had been found by a person with no title. 

Whether an instrument is payable to order or not, it is cus- 
tomary for anyone receiving it from a previous holder, to require 
that holder to endorse it. This permits the holder in due course 
to come back to the endorser and hold him liable in case the in- 
strument cannot be collected. Persons who receive negotiable 
instruments from previous holders necessarily depend on their 
endorsements for assurance of payment. It is for this reason that 
endorsement is required on instruments payable to bearer. 

Endorsement. There are four common types of endorsement, 
of which the first is endorsement, in blank. This consists of the 
mere signature of the endorser, and passes title with delivery. In 
addition to passing title, the endorser warrants: (i) that the in- 
strument is genuine and in all respects what it purports to be; (2) 
that he has good title to it; (3) that all prior parties had capacity 
to contract; and (4) that the instrument at the time of his endorse- 
ment is valid and subsisting. Further, he promises that the in- 
strument will be paid if properly presented when due. If the 
instrument is dishonored and proper notice is given of the fact, 
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the endorser must pay it. After an instrument has been endorsed 
in blank, it becomes a bearer instrument, negotiable by mere de- 
livery. A second type is the restrictive endorsement . This con- 
sists of the endorser’s signature, accompanied by some expression 
that prohibits the further negotiation of the instrument. For ex- 
ample, an instrument endorsed “for collection” or “for deposit” is 
restrictively endorsed. The person taking an instrument so en- * 
dorsed is presumed to have been aware of it and holds the instru- 
ment as the agent of the endorser; any proceeds realized are held 
in trust for the endorser. Thus a person taking an instrument 
bearing a restrictive endorsement cannot become a holder in due 
course. A third type is the special endorsement , specifying the per- 
son to whose order the instrument is to he payable. Its further ne- 
gotiation requires the endorsement of that person. In case he fails 
to endorse, the holder is entitled to the endorsement needed to pass 
title. The special endorsement gives protection in case of loss of 
the instrument in the mails. Finally, the qualified endorsement 
(without recourse) transfers title, warrants the paper's genuine- 
ness, but eliminates the guaranty of payment by the endorser. 

Liability of endorsers. As noted above, endorsers ordinarily 
bind themselves to two things: First, they warrant unconditionally 
that the instrument is genuine (not forged), that the obligor and 
all previous endorsers are legally capable of making binding con- 
tracts, and that there is a good title to convey to the endorsee. 
Thus, should the final holder of a negotiable instrument be unable 
to collect because of forgery, for example, or lack of capacity to 
contract, he can demand that the endorser assume the loss. The 
second undertaking of those who endorse in the ordinary manner 
(not restrictively or without recourse) is that the instrument will 
be paid . In other words, such endorsers guarantee payment. But 
the guaranty is conditional only. To bind the endorsers on their 
guaranty the holder must present the instrument to the obligor for 
payment. This presentment must be in the proper manner and 
place and at the proper time. This requires that a time instru- 
ment be presented on the day it is due; otherwise the endorser is 
free of liability. If the instrument is payable on demand, it must 
be presented within a reasonable time. This stipulation is inter- 
preted to mean that the last holders of bank checks and other 
demand bills of exchange must present them, or start their collec- 
tion, within the next business day after receiving them. Other- 
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wise the endorser is freed from Ius liability a.s guarantor of pay- 
ment. Thus a holder of a check in due course may protect him- 
self by starting presentment, either by turning the instrument over 
to his bank or by other means, within the next business day after 
its receipt. In case of dishonor, notice must be sent to each en- 
dorser against whom the holder desires recourse. Notice of dis- 
honor may be either in writing or oral, and given in any terms 
sufficient to identify the instrument and indicate that it has been 
dishonored. Notice of dishonor must be started so as to reach the 
party notified within the next business day if the parties live in the 
same place. Where the parties to the notice reside in different 
places, notice of dishonor must be deposited in the post office in 
time to go by mail the next business day, or, if there is no mail at 
a convenient hour on that day, by the next mail thereafter. If 
notice is not sent by mail, it must arrive within the time at which 
notice properly sent by mail would have arrived. Whenever 
notice is properly addressed and deposited in the post office (or 
box), the sender has given sufficient notice, even if the notice never 
actually arrives. A party receiving notice of dishonor has, after 
its receipt, the same length of time, as the original holder for 
notifying and binding antecedent parties. Notice of dishonor 
may be waived by the endorser. 

A dishonored bill of exchange drawn or payable in another 
state (that is, a foreign bill) must be “protested"; otherwise the 
drawer and endorsers will be discharged. The protest must be 
annexed to the bill or contain a copy thereof and be under the 
hand and seal of a notary. It must contain the time, place, and 
fact of presentment and be sent as notice of dishonor to parties 
to be held. Endorsers sometimes mark checks “no protest" to 
indicate that they waive the requirement of proper presentment 
and formal notice of dishonor. This procedure means that they 
will unconditionally assume their liability as guarantors. Such 
a waiver has the advantage of avoiding the costs of the formal 
protest, which are attached to the check as returned to the en- 
dorser. 

The depositor and the bank . When a depositor draws checks 
on his bank he promises that they will be paid. Even though a 
holder delays unreasonably, the depositor is duty bound to main- 
tain an adequate balance out of which to pay outstanding checks. 
In other words, delay in presentment of checks does not discharge 
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the drawer except in one special circumstance. Should delay in 
presentment beyond the next business day after issue result in the 
check not being paid because of the failure of the bank on which 
it is drawn, the drawer is excused from liability to the extent of 
his loss. 

Drawers of checks frequently try to protect themselves and the 
bank by making a notation on the face to the effect that the check 
will not be honored by the bank after a certain number of days 
time* This has the effect of a 4 'stop-payment* * order but does not 
relieve the depositor of his obligation to pay the check eventually. 

Sometimes depositors carelessly draw checks in such a way as 
to make it easy to insert additional figures or words. This care- 
lessness invites alteration by unscrupulous holders. The courts 
therefore frequently say that when a bank has paid a check in 
ignorance of the alteration which the depositor’s carelessness made 
easy, the bank should not suffer the loss, but instead is entitled to 
charge the amount to the depositor. For this reason drawers of 
checks and other instruments ought to use care in filling up all 
unused spaces. 


Questions for Study 

1. Name the several kinds of negotiable instruments with which 
bankers deal. 

2. What are the main requirements for an instrument to be nego- 
tiable? 

3. Can you distinguish between a promissory note and a bill of ex- 
change? 

4. What is a trade acceptance? A banker’s acceptance? A bank 
draft? 

5. In what way are the rights of an assignee of an open account in- 
ferior to those of an indorsee (innocent holder) of a negotiable 
promissory note? 

6. Contrast '‘absolute” defenses with “personal” defenses against the 
payment of negotiable instruments by the obligors. 

7. Who is a “holder in due course”? 

8. What is a material alteration? How does it affect the rights of a 
holder in due course? 

9. What is an endorsement in blank? What are tlxe warranties of 
such an endorsement? How do these differ from the guaranty of 
payment? 
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xo. What is the effect of an endorsement without recourse? 

xi. When should a special endox'sement be used? When is a restric- 
tive endorsement used? 

12. When must a bill of exchange be protested? What is the effect of 

an endorser’s stamping upon the face of the bill? 

13. What must the holder of a check do to insure that he can hold 
previous endorsers in case payment is refused? 

14. What is the effect on the liability of a drawer of a check if the 
holder delays his presentment for 6 months? 

15. In case of bank failure what is the liability of the drawer of a check 
where presentment for payment was delayed? 
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The Bank’s Deposits and Depositors 


The deposits of the individual bank . To understand the na- 
ture and significance of bank deposits requires a dual approach. 
First, one must learn something of the source of the deposits of 
the individual bank, the characteristics of these deposits, and the 
peculiar problems related to them. In this chapter we shall be 
concerned mainly with bank deposits from the point of view of a 
single bank. In a later chapter (20), after our study of the lending 
and investment activities of banks, we shall examine the question 
of bank deposits from the broader point of view of the whole 
banking system. We shall then be in a position to study the way 
in which the deposits of the banking system rise and fall in re- 
sponse to changes in the quantity of loans and investments that 
the banks as a whole are able and willing to make. 

In examining deposits of the individual bank, it is helpful to 
remember that from the viewpoint of one bank, among the thou- 
sands in our whole system, the total volume of deposits is a fixed 
quantity. This view derives from the fact that the individual 
bank has little, if any, control over the total volume of deposits in 
the banking system. It follows, therefore, that the individual 
bank necessarily must concern itself with acquiring as large a 
fraction of the total deposits as possible. It is perfectly clear to 
the banker that he can lend only the funds he has in excess of 
existing reserve requirements. The reason for this condition is, 
of course, the certainty that sooner or later borrowed funds are 
withdrawn from the bank. Except for the contributions of the 
stockholders and funds borrowed from other banks, the banker is 
completely dependent upon funds brought in by depositors. To 
be sure, not all of the deposits may be lent, for experience and the 

ii 3 
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law require that some cash reserves be kept available to meet de- 
positors’ demands. Fortunately £or the banker, the cash or cash 
reserves need be but a fractional part of the bank’s deposits. By 
the law of averages, new deposits by some depositors offset the 
withdrawals of others, so that there is slight probability that the 
bank will experience any large loss of cash in any normal business 
day. Profitable banking requhres that these reserves be kept at 
the lowest practical limit in order that the loanable funds derived 
from deposits shall be at a maximum. 

In the present chapter we are interested in the problems of the 
individual bank as it strives to maintain its position in the banking 
system. This it must do by attracting, as best it may, the largest 
possible share of the total available supply of bank deposits. 

Obtaining Deposits 

Competitive methods . The banker has a number of methods 
by which he may seek to attract deposits. He may erect an im- 
posing building whose entrance is flanked by marble pillars, syrm 
bols of strength. He may expand the free services and conven- 
iences available lor his customers. He may advertise, in a 
restrained and dignified manner, on billboards and in newspapers. 
He may organize a “new business department” whose function is 
to make contacts with new customers. He may persuade the stock- 
holders to elect a prominent business ‘executive to the board of 
directors in order that all or part of the deposits of the executive’s 
firm may be captured. Finally, he may compete with other 
bankers for deposits in a more direct way by offering higher rates 
of interest on deposits. This last form of competition has been 
especially important. A good many depositors are influenced by 
the interest payments and respond favorably to offers of higher 
returns. Therefore, when one bank offers higher interest to de- 
positors, other banks are forced to do likewise. This practice 
tends to reduce the profits of banking and influences the banker 
to seek increased earnings by making less conservative loans and 
investments. To a considerable degree, banking is exposed to 
the danger of cutthroat competition. There seems always to be 
excess capacity in any given bank for absorbing and holding addi- 
tional deposits. This creates a powerful temptation to try to 
attract such added deposits by offering higher interest. Perhaps 
if all bankers could be trusted to refuse to make unsafe loans under 
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the stress of competition and profit seeking, unlimited competition 
for deposits among bankers would have no dire results. What 
borrowers would pay for well-secured loans would tend to fix the 
limit on interest payments to depositors. In actual practice, how- 
ever, all bankers cannot be trusted to watch competition cut into 
profits without taking some action to prevent it. There seem 
always to be some potential borrowers who will promise to pay 
higher interest on loans in order to finance untried and hazardous 
ventures. The banker, seeking greater earnings to compensate 
for high interest paid on deposits, may turn to these more specula- 
tive loans and investments. The evil consequences of such action 
are concealed during periods of prosperity, but depression reveals 
them. Experience has repeatedly shown the fatal results of such 
competition. To guard against excessive competition for deposits, 
clearinghouse associations have sponsored agreements among their 
members regulating competitive practices. Particularly, they 
have attempted to control the charges made by banks for services 
rendered to customers and the payment of interest on deposits. 
The Banking Acts of 1933 and 1935 recognized the need for regula- 
tion of competitive interest payments by prohibiting all insured 
banks from payment of interest on demand deposits and by pro- 
viding for the setting of maximum rates of interest paid on time 
deposits. 

Prohibition of interest payments on demand deposits. The 
Federal Reserve Act prohibits the payment of any interest on de- 
mand deposits of member banks, "directly or indirectly, by any 
device whatsoever.” It also requires the directors of the Federal 
Deposit Insurance Corporation to issue regulations prohibiting 
interest payments on demand deposits of insured nonmember 
banks. Therefore, except in the case of the unimportant non- 
insured banks, demand deposits can no longer earn interest. 

The legal prohibition of interest on demand deposits was de- 
signed, in large measure, to prevent competitive interest payments 
by city banks to attract the accounts of country banks. It was 
thought that such competition was objectionable from two stand- 
points. First, it tended to cause "unnatural and unhealthy con- 
centration in the larger centers of funds from the smaller com- 
munities without regard either to geographical or business affilia- 
tion.” 1 Second, balances of country banks so acquired by city 


1 “Absorption of Exchange Charges,” Federal Reserve Bulletin , February 1944. 
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coriespondenis are volatile, subject to rapid withdrawal in lime 
of depression and crisis, and therefore dangerous to the banking 
system. The prohibition on interest payments on demand de- 
posits, therefore, was apparently designed to reduce the volume of 
interbank balances and to direct those remaining into more 
natural and economical channels. 

The rule against interest on' demand deposits created the prob- 
lem of defining interest payments. It is agreed that free services 
rendered by the bank to the depositors are not to be construed as 
the payment of interest. The Board of Governors of the Federal 
Reserve System and the Federal Deposit Insurance Corporation 
define interest as any payment to or for the account of any de- 
positor as compensation for the use of funds. This leaves the 
question of what constitutes an interest payment in any particular 
case to ‘‘administrative determination under the general law in 
the light of experience, and as specific cases develop.” One of 
the most difficult problems to be dealt with has arisen out of the 
habit of certain banks of charging exchange on checks drawn on 
themselves and presented for payment through the mails. Under 
this practice, such banks (called nonpar banks) will remit less than 
the full face amount of checks drawn against them and presented 
by other banks for payment through the mail . 2 Some city corre- 
spondent banks, to attract country bank balances, agreed to accept 
from their country correspondent banks for deposit at par, checks 
drawn on nonpar banks. This meant that the city correspondent 
gave country banks more credit on their balances than it would 
realize from the collection of nonpar checks. In other words, the 
city correspondent agreed to absorb the exchange charges. To 
meet this practice, the Federal Deposit Insurance Corporation 
established the policy that absorption of exchange charges by non- 
member insured banks, in routine collections of nonpar checks 
for depositors, is not to be considered the payment of interest un- 
less facts and circumstances indicate that the practice is used as an 
interest-paying device. The Board of Governors of the Federal 
Reserve System found in some cases that substantial amounts of 
exchange charges were being absorbed by member banks. For 
some customers this absorption amounted annually to as much as 
2 or g per cent of their average balances. This practice, the 


2 This practice will be explained more fully in Chapter io, 
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Board ruled, was in reality a payment of interest and a violation 
of the rule. It found one small suburban member bank that, by 
agreeing to absorb exchange charges, managed within one year to 
expand its deposits from $800,000 to over $8,000,000. Of this 
amount, $6,800,000 consisted of correspondent bank balances. 
On June 22, 1945. the Board of Governors established a rule of 
presumption to the effect that so long as a bank absorbed inci- 
dental and trivial charges amounting to not over $2 per month for 
any one depositor, it would not be considered in violation of the 
law. 

Regulation of interest on time deposits . Time deposits are 
subject to two limitations as to interest payments. First, member 
banks may pay no more (but may, of course, pay less) interest than 
that prescribed by the Board of Governors. Second , they may pay 
no more than the maximum rate permitted to state banks and 
trust companies. Under the 1935 banking act, the Board of 
Directors of the Federal Deposit Insurance Corporation is em- 
powered and directed to put into force regulations on the payment 
of interest by non member insured banks. The maximum rates of 
interest that nonmember insured banks may pay on time deposits 
have been made the same as those for member banks. The maxi- 
mum rates on time deposits fixed for member banks are shown in 
Table 2. 

TABLE 2 

Maximum Rates of Interest on Time Deposits of Member Banks, 

In Effect Since Jan. 1, 1936 

(As Set by the Board of Governors of the Federal Reserve System) 


Savings deposits 2 14% 

Postal savings 2 14 

Other time deposits payable in: 

6 mo. or more 2]/ 2 

90 days to 6 mo. 2 

Less than 90 days 1 


In some states, the state banking authorities have fixed maxi- 
mum rates of interest payable on time deposits at figures lower 
than those set by the Board of Governors. In such states, the 
lower state figures become the maximum which can be paid by 
all member banks. 3 

&For a careful survey of the problem of regulation of interest paid on deposits, 
sec Watkins, L. L., Commercial Banking Reform in the United States , 1938, 
Michigan Business Studies , Vol. VIII, No. 5, Part a. 
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Withdraival of time deposits . Not only are banks limited in 
their interest payments, but they are also subject to regulation as 
to the withdrawal of time and savings deposits. Section ig of the 
Federal Reserve Act, as amended in 1935, prohibits the payment of 
time deposits before maturity, except in accordance with such 
rules and regulations as may be prescribed by the Board of Gov- 
ernors, and prohibits the payment of any savings accounts without 
notice unless all savings accounts of the bank are similarly payable. 
Likewise, time deposits payable on notice (except savings) are not 
to be paid until the expiration' of the period of notice. But the 
regulation of the Board permits the payment of time deposits 
before maturity or the fulfillment of the notice period provided 
the depositor makes a written application showing that such pay- 
ment is necessary to prevent “great hardship” in meeting an emer- 
gency. Such application must be approved by an officer of the 
bank and kept on file. On such withdrawals the depositor loses 
up to three months' accrued interest. Similar regulations of the 
Federal Deposit Insurance Corporation apply to nonmember in- 
sured banks. Banks may also make loans on time deposits and 
savings deposits on which notice of withdrawal is enforced, at 
rates not less than 2 per cent per year above the rate being paid 
the depositor by the bank. 

Classes of Deposits 

Time versus demand deposits . A study of bank deposits is not 
complete without a more detailed consideration of the several 
types of deposits. Bank deposits may be classified in several 
different ways, the most common grouping being time deposits 
and demand deposits. The immediate purpose of such a classi- 
fication is to determine the reserve requirements of banks that 
belong to the Federal Reserve System. Another important reason 
for sucfi a division of deposits lies in the fact that, in general, time 
deposits are thrift accounts, less subject to irregular withdrawal 
and more free from heavy seasonal withdrawals than the demand 
deposits. Because of this fact, it is normally possible for a bank 
to tie up funds derived from time deposits in more or less long- 
time investments, combining a reasonably high yield with good 
security. This can be done, since a high degree of liquidity is 
not required. On - the other hand, to a considerable extent, 
demand deposits should be invested in liquid loans or readily 
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saleable paper. This is Due even if the general level of demand 
deposits shows uo great tendency to fluctuate, since potentially 
demand deposits of any one bank are less stable than the time de- 
posits. It should be noted that time deposits representing the 
surplus funds of businessmen are somewhat similar to demand 
deposits. They are classified under the heading of time deposits 
to enable the bank to carry smaller legal reserves and offer interest 
to the depositor. 

Section 19 of the Federal Reserve Act, as amended in 1935, au- 
thorizes the Board of Governors to define demand and time de- 
posits for the purpose of determining legal reserve requirements. 
In Regulation D, the Board has established the following defini- 
tions: 

1. Demand deposits include all deposits except time deposits. 

2. Time deposits consist of three classes: (a) time certificates; 
(b) time deposits, open account; and (c) savings deposits. 

3. Time certificates of deposit are deposits evidenced by an 
instrument (negotiable or nonnegotiable) payable at least thirty 
days after the date of the deposit or upon at least thirty days* 
written notice and on presentation and surrender of the instru- 
ment. 

4. Time deposits, open account, are deposits other than time 
certificates or savings deposits, in respect to which there are written 
contracts to the effect that neither all nor any part may be with- 
drawn prior to a maturity date at least thirty days after the date 
of deposit or without thirty days’ written notice. Such accounts 
include Christmas and vacation savings clubs. 

5. Savings deposits must be evidenced by a pass book and con- 
sist of funds deposited to the credit of individuals (except partner- 
ships operated for profit) or nonprofit organizations. Banks must 
have the right to require at least thirty days’ written notice of with- 
drawal of such deposits. Payment is to be made only upon presen- 
tation of the pass book or directly to the depositor himself. 

Kinds of depositors . A second type of classification of deposits 
is one based upon the kind of depositor, and may consist of the fol- 
lowing: 

1. Individual demand deposits, including deposits of business 
houses, and private business and personal accounts. 
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2. Governmental deposits including: :ed in 

(a) Federal Government deposits. on as 

( b ) State, county, and municipal deposits, and deposits f the 

other governmental subdivisions. t of 

3. Bankers’ balances (or due to banks), which represent the ~h 

deposits of other banks maintained for the purpose of: v- 


(a) Providing the banks owning the deposits with working 
cash reserves. 

( b ) Facilitating the collection of checks. 

(c) Furnishing customers with city drafts. 

(d) Facilitating lending in central money markets. 

(e) Maintaining contacts with city correspondents to facili- 
tate the sale of foreign exchange drafts. 

The relative magnitude of the time and demand deposits held 
by the main classes of depositors is shown in Chart 3. At the end 
of 1945, the demand deposits in commercial banks belonging to 
the United States Government were still abnormally high as a 
result of wartime Governmental borrowing. By the end of 1 946, 
the level of these deposits was considerably reduced as the Treas- 
ury applied a large part of the balances to the retirement of some 
of its short-term debt. The relative magnitude of the time and 
demand deposits held by individuals and businesses at the end 
of 1948 is shown in Table 3. 


TABLE 3 


Estimated Distribution of Deposits by Classes of Depositors * 

(As o£ December, 1948) 

Demand deposits Time deposits 
(in billions) (in billions) 

Total business holdings 

$33.8 

|3.5 

Nonfinancial corporations 

20.5 

0.6 

Financial corporations . . » 

2.2 

0.1 

Unincorporated businesses 

11.1 

2.8 

Total personal holdings .... 

30.8 

52.6 

Trust funds 

Other personal holdings 

1.6 

including 

0.5 

those of farmers 

29.2 

52.1 


* These estimates were taken from "Estimated Liquid Asset Holdings of In- 
dividuals and Businesses,” Federal Reserve Bulletin , July 1949, p. 794. The figures 
given, are smaller than, comparable figures in published statements of banks by the 
amount of the float of uncollected checks. 
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Secured and unsecured deposits , A third type of classification 
might be made on the basis of secured and unsecured deposits. 
The ordinary depositor is merely a general creditor who shares in 
the remaining assets of a liquidated bank after the preferred claims 
have been met. The common method by which a banker prefers 
his creditors is through the acceptance of deposits requiring special 


BILLIONS or DOLLARS 



* Includes certified and officers’ checks letters of credit and travelers’ checks sold for cash, 
and amounts due to Federal Reserve Banks. 


Chart 3, Deposits of Insured Commercial Banks. Non-government Deposits 
Continued to Grow Substantially; U.S, Government Deposits Returned to 
Prewar Size in 1946. Source: Report No. 26 , Assets and Liabilities, December 31, 
1946, Federal Deposit Insurance Corporation, 


security. Member banks that obtain deposits in excess of $10,000 
from the Federal Treasury must give security for such deposits by 
pledging government bonds or other collateral with the Secretary 
of the Treasury . 4 Similar regulations apply to deposits of state, 
county, and municipal governments. The deposit of funds by the 
trust department of a national bank with the banking department 
requires the bank to set aside a sufficient amount of government 
securities to make certain that the trust department deposits are 
fully secured . 5 The average depositor is seldom aware of the 
existence of depositors with preferred claims, 

4 Federal Reserve Act, Section 9, and Banking Act of 1935, Section 324 (d), amend- 
ing Section 19, Federal Reserve Act. 

5 Federal Reserve Act, Section 11 (k). 
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Not only are secured depositors preferred to that degree, but 
also there are other claims that take priority over those of ordinary 
depositors. A bank that is compelled to borrow funds to main- 
tain its cash position generally gives the lender special security. 
If so, the lender is in a position of preference over the ordinary 
depositor. This is true whether the borrowing bank obtains 
funds from its city correspondent or from the Federal Reserve 
Bank. 


Relation of the Depositor to His Bank 

Creation of a deposit . Deposits in a commercial bank may be 
established in either of two ways. First, they may be created by 
the bank as a result of the extension of a loan to the customer. 
Such deposits are of a peculiarly ephemeral character, since they 
are almost certain to be withdrawn shortly after their creation. 
The more stable deposits of a bank, however, consist of funds 
placed in the bank’s care for safekeeping and convenience. These 
funds consist of cash and negotiable instruments payable in cash. 

If the depositor brings cash, checks, or such other cash items as 
bank drafts, high-grade bond coupons, and the like, he receives 
immediate credit on his account for the full amount, less any 
deduction made by the bank for collecting out-of-town items. 
This credit is given subject to the actual collection of the proceeds 
by the bank. If the depositor brings in “collection items” such 
as notes of and drafts on business houses and less-known bond 
coupons, the proceeds, less charges for the collection services, are 
credited to the depositor’s account when realized. 

Within the bank, the funds deposited are handled in the appro- 
priate manner. Checks on the bank itself go to the bookkeeping 
department to be deducted from the drawer’s account. Checks on 
other banks in the same city are sorted as to banks, endorsed, and 
sent to the clearinghouse at the next clearing period. Checks on 
out-of-town banks are sorted according to the bank to which they 
are to be sent for collection, endorsed "pay to any bank or banker, 
all previous endorsements guaranteed,” and properly recorded 
before being sent to the appropriate bank for collection. These 
checks may be sent to: (1) the Federal Reserve Bank of the district 
if the bank concerned is a member or a nonmember clearing bank; 
(2) to a correspondent bank; and (3) to the drawee bank itself. 
Collection items received are forwarded to the Federal Reserve 
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Bank or some correspondent bank, which will present the draft, 
note, or coupon for payment, and remit the proceeds, less any 
charges. The depositor’s account is then credited with the pro- 
ceeds on their receipt by his bank. 

Obligations of the bank to the depositor . The deposit of funds 
with the bank gives rise to definite obligations. The bank, be- 
comes a debtor, since the depositor normally surrenders all rights 
to the funds deposited in return for the bank’s promise to pay on 
demand or notice, as the case may be. The bank is under contract 
to pay out the cash upon the bona fide order of the depositor to do 
so. This condition makes it essential that the bank verify the 
genuineness of the drawer’s signature before paying, for if payment 
is made on a forgery, the bank naturally cannot deduct the amount 
from the depositor’s account and cannot demand a refund from 
any innocent holder who may have presented the check for pay- 
ment. Further, it must be certain that the payee’s endorsement is 
genuine unless there is a subsequent endorsement of a responsible 
party upon which the bank can rely. This follows from the fact 
that not only must the bank make payment on the order of the 
drawer alone, but also must pay only to the payee designated, or to 
his order. 

Other incidental responsibilities rest upon the bank. It must 
not pay a check before it is due; it must watch for discrepancies 
between the writing and the figures; and it must satisfy itself that 
the depositor has sufficient funds unless it is prepared to grant him 
an overdraft. Care must also be taken to observe any stop-pay- 
ment order which may be given by the depositor, since failure to 
do so would cause the bank loss of the amount of the check in- 
volved. Finally, it may be called upon to certify checks for de- 
positors who wish to make payments where ordinary personal 
checks would not be acceptable. Certification is the statement 
written on the check by the bank to the effect that the check will 
be paid. The amount of the certified check is immediately de- 
ducted from the depositor’s account and constitutes an addition to 
“certified checks outstanding.” 

Account analysis . There was a time, before the great depres- 
sion of 1 92 9, when bankers outside the more sophisticated finan- 
cial areas of the large cities were inclined to the view that any and 
all deposits were desirable. Because bank operations were in 
general profitable, a rigid examination of costs seemed unneces- 
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sary. In those times housewives, armed with shopping list and 
check book, toured the towns and cities and left a trail of irregu- 
larly sized checks to mark their progress. The birth of a baby 
was the signal for the family banker to sow the seed of thrift by 
the gift of a toy bank containing a ten-cent piece. Small deposits 
were welcomed under the happy illusion that as big oaks from 
little acorns grow, so the small accounL might be expected to grow 
into a large and highly desirable one. 

But these easygoing days disappeared quickly with the depres- 
sion. Bankers were confronted with heavy losses to be written 
off, while earnings declined sharply under the impact of falling 
interest rates and shrinking loan volume. Bankers, therefore, 
began to listen to the earlier but largely unheeded advice of those 
who had urged them to look to their costs. It became imperative 
that they know whether or not depositors’ accounts justified them- 
selves and what to do about it if they did not. 

The first requirement for evaluating the worth of a particular 
account is to estimate its contribution to the bank’s loanable 
funds. This may be accomplished as follows: 

1. The average daily balance for a given month is calculated 
by adding together the amounts standing to the credit of the 
depositor and dividing the total by the number of days in the 
month. If the account is given to a high degree of fluctuation, 
the minimum balance appearing in the account during the month 
may be of more significance. 

2. From the average daily balance is subtracted the average 
daily “float” of uncollected checks for which the depositor has 
been given immediate credit. The remainder is the collected or 
realized balance. 

3. From the collected or realized balance is deducted the per- 
centage of the total which must be set aside for reserves. Such 
reserves must include not only the legal requirements, but also 
any necessary till money and working balances carried as de- 
posits in other banks. 

4. The remainder is the amount actually available for invest- 
ment. To calculate the earning power of this fund, it may be 
multiplied by the average monthly rate of interest earned by the 
bank’s loans and investments. This calculation-is subject to the 
objection, however, that it may overvalue'the actual earning power 
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of the account if excess reserves are Ugh or if the account is of the 
sort that requires more than average liquidity. 

The second step in evaluating the worth of a depositor’s ac- 
count is the calculation of costs to the bank incurred in handling 
it. Costs that may be properly allocated to depositors’ accounts 
include: (1) the cost of handling checks drawn upon the bank by 
the depositors; (3) the cost of collecting local checks through the 
clearinghouse; (3) the cost of collecting checks on out-of-town 
banks; and (4) the cost of handling receipts of cash deposits. Be- 
fore the bank can estimate the cost of handling the account of any 
particular depositor, it is necessary to determine the unit cost of 
each banking operation related to the handling of depositors’ 
accounts and the number of such operations chargeable to the 
account in question. 

To determine the unit costs of each operation, the total expenses 
of each department carrying out the functions related to deposits 
must be allocated to the several functions. In this manner the 
total cost for a given representative period may be obtained for 
(1) handling checks on the bank itself; (2) the clearing of local 
checks; (3) the collection of out-of-town checks, and so forth. 
The total costs for each function may then be divided by the 
number of items handled during the period and the unit cost or 
cost per items estimated. Such estimates are likely to be, at best, 
but rough approximations subject to the limitations of unit cost 
calculations in any business. Moreover, they do not cover the 
overhead costs of running the bank, but only the direct operating 
expenses of handling deposits. 

Although the ideal way to obtain the item cost properly charge- 
able to depositors’ accounts is to make a thorough cost study of the 
bank itself, in practice the majority of bankers do not use this 
method. Instead, they tend to adopt, as applicable to their own 
banks, cost studies which have been made in other banks. Clear- 
inghouse associations frequently adopt a uniform rate of charges 
based upon assumed uniform item costs for all of the affiliated 
banks. The item costs which are assumed as the basis of these 
charges may be based upon the cost analysis of one of the banks 
in the clearinghouse or, more frequently, upon some cost study 
made in another city. Any claim for exactness in the schedule 
of costs so adopted is therefore unwarranted. To illustrate such 
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estimates of cost, the Research Committee of the Indiana Bankers 
Association found the following cost figures in three “competent” 
cost surveys: 


“On Us" Items 

4.15765 cents 

5.536 

5.1121 


Transits 

2.4959 cents 
3.15 

2.4909 " 


Clearings 

0.83153 cents 

1.839 

1.3106 


Because estimated unit costs include only direct operating ex- 
penses, before these costs are applied to the account some allow- 
ance must be made and added on for “profit.” The Bank Man- 
agement Commission of the American Bankers Association sug- 
gests that the mark-up of unit costs should be not less than 25 
per cent and not more than 50 per cent. 6 

The application of the adjusted, marked-up item cost to a par- 
ticular account is relatively simple. The number of items of 
each type handled for the account during the month is multiplied 
by the appropriate charge per item. The total item costs of han- 
dling the account can thus be estimated. To these costs are some- 
times added a maintenance cost, which is applied equally to each 
account and is designed to cover the cost of providing pass books, 
balancing ledgers, and so forth. Another charge is one based 
upon the size of the account, and includes such costs as protective 
insurance, guards, any taxes on deposits, and FDIC assessments on 
demand deposits. Finally, the cost of rendering any special serv- 
ice to the depositor should be charged against the account. 

The profit or loss realized by the bank upon a particular ac- 
count may then be calculated by subtracting the costs from the 
earnings credited to it. If costs are above earnings, the depositor 
may be required either to increase the size of his collected bal- 
ance or to pay a service charge. 

Service charges . Two types of service charges are in common 
use, the “flat” and the “measured” charge. The flat service charge 
consists of assessing a monthly charge against accounts in which 
the average balance falls below a certain figure. Before 1930 this 
was the type of plan in use among the banks that made use of 
service charges. Although simple and easy to operate, such a 
plan is inequitable in that it does not allow for the differences 


6 Uniform Account Analysis , 1939, Commercial Bank Management Booklet No. 23. 
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in activity among accounts. For this reason the flat charge has 
generally been abandoned in favor of the measured type. 7 

Considerable variation appears in the application of the meas- 
ured service charges. Many systems provide for a basic charge 
of 50 cents per month on accounts that fail to maintain an aver- 
age or a minimum balance of $50. Even more common is the 
application of a service charge of from 50 cents to $1.00 on ac- 
counts not maintaining an average balance of $100. It is com- 
mon to allow a certain number of “free checks’' in return for the 
payment of the minimum charge or for maintaining a certain 
minimum balance. Beyond this, the unit or item cost, adjusted 
for profit, is applied. The following schedule well illustrates the 
common practice. 

Schedule of Service Charges on Checking Accounts 


A. ACTIVITY CHARGES 

Maintenance charge per month $0,50 

First ten items Free 

Per item charge for next 200 items 0.04 

Items in excess of 210 — per item 0.02 


The term “item” includes all checks charged and all deposits credited to 
the depositor’s account, as well as all checks on other banks that are ac- 
cepted for deposit or that are cashed. The charge for issuing drafts and 
out-of-pocket expenses will also be added to the “item” account. Carry- 
over credit from one month cannot be used to offset charges of a subse- 
quent month. A service charge of less than 10c will not be debited on any 
account. 

B. ANALYSIS ALLOWANCE 

We will allow a credit of 10 cents for each $100 of the minimum balance 
for the month with a minimum allowance of 10 cents. 

C. STUDENT ACCOUNTS 

Student accounts are regarded as temporary and will be subject to a 
charge of $1.00 when the account is opened. 

Not all accounts are subjected to detailed analysis. Large ac- 
counts ($500 or over being the most common dividing line) and 
active accounts are analyzed in detail, but smaller and inactive 

7 For a comprehensive examination of service charges, see the Service Charge 
Survey, 1939, Bulletin No. 77, Research Council, American Bankers Association. 
Also see the Report of the Research Committee, Indiana Bankers Association, 1937, 
Part II. Also, for the practices of 3,406 country banks, see "Survey of Service Charge 
Trends,” Banking, April, 1950, pp. 36-39, which reviews the Service Charge Survey, 
1950, made by the American Bankers Association. 
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accounts are handled simply by the application of the basic 
monthly charge plus charges on checks drawn in excess of a spe- 
cified number. The importance of service charges in bank earn- 
ings is indicated by the fact that in 1947 they constituted 4*6 per 
cent of the total earnings of member banks. 

Segregation of Thrift Deposits 

The time deposits of all banks in the United States amounted 
to $55-3 billion at the end of 1949. About $36 billion of these 
were held by banks combining commercial and savings banking, 
with the remainder held by specialized mutual savings banks. 
Most of these time deposits belong to individuals and are largely 
in the nature of thrift or savings accounts. From time to time 
proposals have been advanced to separate the earning assets based 
upon funds received from thrift depositors from those based upon 
banks’ commercial or demand deposits. This type of proposal is 
referred to as “segregation of thrift accounts.” 

Movements to bring about such segregation arose before the 
introduction of Federal Deposit Insurance, which now guarantees 
thrift depositors as well as others against losses from bank failures 
up to the amount of $1 0,000. Now that we have deposit insurance 
the need for segregation is largely removed since thrift deposits 
are usually small. As early as 1926 eleven states had adopted 
some form of segregation of savings deposit assets. 

Segregation, to be effective, must provide that funds from sav- 
ings or thrift deposits be placed in a special account and invested 
in an appropriate manner. Preferably, the investment of thrift 
funds should be regulated by rules similar to those normally gov- 
erning the investments of mutual savings banks and the assets ac- 
quired through the investment of thrift funds should be set aside 
for the sole benefit of the thrift depositors. Such a plan involves 
a complete departmentalization of banks so far as the two general 
types of deposits are concerned. For maximum effectiveness it 
also should provide that a proportionate share of the bank’s capital 
and surplus be allocated for the benefit of each type of deposits. 
This is essentially the plan provided by the laws of California. 
Although this procedure results in what is virtually a separate 
hank for each type of business, there is still the advantage of com- 
bining the several different banking services under the same roof 
and under the same management. 
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The reasons for segregation have been well illustrated in times 
of bank failure. A study of banks failing during the crisis of the 
1930’s showed that demand depositors withdrew their funds ahead 
of the time depositors. 8 Thrift depositors are handicapped both 
by ignorance of developing weaknesses in a bank and by the possi- 
bility that the bank may seek to protect itself by demanding notice 
for time deposit withdrawals. In addition there is the physical 
chore of standing in line at the paying teller’s window, which de- 
lays if it does not prevent the withdrawal of time deposits. In 
contrast, demand depositors merely need to write a check and 
deposit it in some safer bank. Segregation of thrift assets, there- 
fore, when legally established, protects savings depositors from 
being left with empty claims against a bank that has liquidated its 
best assets to meet the withdrawals of the demand depositors. 
There is no question but that thrift depositors are entitled to 
special protection, for they are both exposed to unusual risks and 
in general are badly equipped to sustain losses. Segregation of 
assets represents a serious attempt to meet the need for such pro- 
tection. The advent of deposit insurance, however, lias now re- 
duced its importance. 

Nevertheless, there remains some possibility of benefit for thrift 
depositors from segregation of assets. Less liquidity of assets is 
needed to meet the claims of thrift deposits than is needed for de- 
mand deposits. Consequently, segregation would make possible 
the investment of thrift funds in less liquid and higher earning 
assets and permit the payment of a higher rate of interest than is 
possible when thrift deposits must share in the low yields from the 
highly liquid assets required for commercial banking. Nor would 
such a policy need to impair the solvency or increase the risk of 
loss. 


Questions for Study 

1. To the individual banker the total volume of bank deposits is 
fixed by forces beyond his control. Why does this explain a 
tendency for banks to compete" for deposits? 

2. Can you explain why competition among banks for deposits tends 
to be cutthroat and dangerous? 


8 Cf. “An Analysis of the Timing of Deposit Reductions Prior to Suspension in 
a Selected Group of Banks/' Federal Reserve Bulletin , June 1939, pp. 468-470. 
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3. What appears to have been a main purpose of the prohibition of 
interest payments on demand deposits? 

4. Why is it necessary to require that time deposits be not paid before 
maturity? Can you see any reason for exempting savings deposits 
from this rule? 

5. How was the conflict between the prohibition of interest on de- 
mand deposits and the absorption of exchange and other charges 
for depositors resolved? 

6. Which depositors and other creditors of banks have preferred 
claims? 

7. Why must the bank be especially careful to verify the genuineness 
of the drawer’s signature before paying checks drawn upon it? 

8. What is certification of checks? What is the purpose of it? 

9* What are the essential steps in a proper analysis of a depositor’s 
account? How reliable and exact are the costs charged against the 
account? Do you think that banks are justified in making service 
charges on small accounts? 

io> What reason, if any, exists for segregating thrift accounts which 
are already insured up to $10,000? 
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The Bank’s Reserves 


A. BANK RECEIVES DEPOSITS THAT ARE OBLIGATIONS TO PAY CASH 
according to the terms of the deposit contract. If the depositors 
of a bank are sufficiently numerous, there is a reasonable expecta- 
tion that funds withdrawn on any given day by one group of de- 
positors will be offset in large measure by new deposits of funds 
by other customers. This expectation is increased if a consider- 
able degree of diversification exists among the depositors’ busi- 
ness interests. If a banker were certain that new deposits and 
withdrawals would actually offset each other every day, the need 
for cash would be small indeed. Actually, a considerable vari- 
ation in the rate of new deposits and withdrawals exists from day 
to day, even though the general level of the bank’s deposits may 
be quite stable. 

Bank Reserves 

To be prepared to meet these variations, the bank must carry 
cash reserves in sufficient amount to insure its ability to fulfill its 
obligations as they arise. 

Size of cash reserves . The relative size of the cash reserves on 
the one side, in comparison with deposit obligations on the other, 
depends upon a number of considerations: 

1. The number of depositors and the diversity of their business 
interests. 

2. The confidence of the public in the bank. (Evidence of this 
is found in the excessive cash holdings of banks during times of 
bank failure.) 

3. The particular nature of the deposits. (For example, cus- 
tomers who have periodic payroll requirements present special 
reserve problems.) 

* 3 * 
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4. The readiness with which the bank can increase its cash by 
borrowing or by liquidating its earning assets. 

5. The demand for loans at the time. (If business is depressed, 
bank reserves tend to rise because of a lack of outlet for loanable 
funds.) 

6 . The minimum reserves required by law. 

Form of primary reserves. The primary reserves of a bank take 
the form of cash in the bank’s own vaults and demand deposits 
with other banks. Banks that are members of the Federal Reserve 
System carry reserve balances with two kinds of banks. First, the 
law requires that an amount equal to a certain fractional part of 
the deposits be maintained with the Federal Reserve Bank. This 
constitutes the “legal” reserve. In addition, banks normally carry 
deposit balances in banks of cities with which the local community 
has active trade relations. 

Barring some contingency which may make them unavailable 
when wanted, the deposits in other banks are the equivalent of 
cash to the depositor bank. Further, they have other advantages 
over vault cash. Many checks drawn by the customers are sent out 
of town and are presented for payment through the mails by banks 
in other cities. A draft drawn on a reserve balance in a bank of 
another city is an acceptable means of paying these checks and is 
cheaper than shipping cash. On the other hand, the bank receives 
from depositor-customers checks and drafts payable in distant 
cities. These checks are sent to city correspondents for collection, 
and the proceeds may then conveniently be credited to the sending 
bank’s reserve account. Thus it is evident that balances carried 
in banks of other cities may be as useful a form of reserve as is 
cash in the bank’s own vault. Furthermore, before 1933, it was 
the practice of city correspondents to pay interest on such deposits, 
thereby adding to the attractiveness of carrying reserves in deposit 
form. This practice ceased when interest payments on demand 
deposits was prohibited. 

Importance of vault cash or till m-oney . The proportion of 
reserves carried as cash in vault to that carried in deposits in other 
banks varies considerably from bank to bank, depending upon par- 
ticular conditions. If the bank in question is located near the 
bank in which it carries its reserve balances, its cash can be allowed 
to fall to the minimum required for current over-the-counter uses. 
If any extraordinary demand for cash arises, it is but a question of 
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a few hours at most until cash can be obtained. On the other 
hand, if the bank is remotely situated from its depositary bank, 
its cash requirements will be somewhat higher. This is well illus- 
trated by Table 4 which shows the reserves of different groups of 
banks belonging to the Federal Reserve System. 


TABLE 4 


Reserves of Member Banks in Percentage of Gross Deposits * 
(As of June 30, 1949) 


Cash in vault 

Due from Federal Reserve Banks 
Due from other banks 

Total reserves 


Central Reserve 

Reserve City 

Country 

City Banks 

Banks 

Banks 

. . . 0.5% 

1.1% 

2.1% 

... 19.8 

15.4 

11.8 

. . . 0.6 

3.9 

7.1 

... 20.9% 

20.4% 

21.0% 


* Compiled from the Federal Rese I've Bulletin , October 1949. 


Legal reserves and working reserves. Guided by experience, 
the intelligent banker will maintain such a proportion of his de- 
posits in cash as will enable him readily to meet all demands. To 
do less is to court disaster. If the banker carries more than is 
reasonably necessary, he cuts down his earning assets and reduces 
his profits. Here in the United States the chartering of banks has 
been carried on with such a lack of discrimination, in the belief 
that individual freedom should extend to banking, that a great 
many banks have been founded and operated by persons with 
little skill or natural ability as bankers. The resulting failures 
and the attendant public inconvenience have brought about uni- 
versal regulation of banking operations. These regulations have 
included the fixing of minimum reserve requirements. 

It thus happens that all commercial banks in the United States 
are required, by law or by orders of supervising authorities, to 
maintain certain minimum reserves against their deposit liabil- 
ities. For example, banks that are members of the Federal Re- 
serve System are expected to maintain their reserves at a certain 
required level. Should they fail to do so, any reserve deficiency 
is subject to a penalty amounting to 2 per cent per annum above 
the Federal Reserve Bank discount rate on 90-day commercial 
paper. Furthermore, should a member bank appear negligent in 
maintaining its reserves, special notification is sent to each of its 
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directors. Should the member bank continue to disregard warn- 
ings in respect to deficiencies in reserves, the Board of Governors 
may institute legal proceedings to terminate the bank’s member- 
ship in the Federal Reserve System. 1 In view of all this, a bank is 
loath to pay out cash when by so doing it impairs its legal reserve 
position. 

The result of this attitude toward legally required reserves is 
that in practice such reserves constitute, for the individual bank 
involved, little more than a possible last line of defense against 
emergency depositor demands. Indeed, in the past they have 
failed to function even in that capacity. In the days before there 
were Federal Reserve Banks to come to their rescue, banks peri- 
odically found themselves unable to meet depositors’ demands 
without impairing their legal reserves. Under those circum- 
stances they chose to suspend payments temporarily rather than 
reduce their reserves below the legal minimum. It follows, then, 
that legal reserves constitute funds that add little, if anything, to 
the direct liquidity of a bank. 

One may agree, therefore, with the Committee on Bank Re- 
serves of the Federal Reserve System when it concluded that the 
legal reserve requirements for member banks are useful only: 
(1) in influencing the volume of bank credit which can be main- 
tained by the banks; and (2) in supplying the Federal Reserve 
Banks with funds with which “to pursue an effective banking and 
credit policy/* 2 It follows, therefore, that banks must carry work- 
ing reserves in excess of their legal minimum requirements in 
order to function properly. These working reserves for member 
banks may consists of: (1) cash in the bank’s own vault; (2) demand 
deposits with other banks; and (3) deposits with the Federal Re- 
serve Bank in excess of the legal requirements. In the case of 
nonmember banks, working reserves over and above the legal 
requirements may likewise be carried in any manner which best 
suits their needs. Before the passage of the Banking Act of 1933, 
nonmember banks received interest on that part of their reserves, 
legal and otherwise, which was deposited with other banks. The 
member banks received no interest on legal reserve balances in 


1 Regulation D, as amended July 14, 1942, Federal Reserve Bulletin , August 1942. 

2 Report of the Committee on Bank Reserves of the Federal Reserve System, 1931, 
pi 5. Member banks are required to carry their legal reserves as deposits in the 
Federal Reserve Banks. 
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the Federal Reserve Banks but did obtain interest on their other 
working reserves deposited elsewhere. But the prohibition of 
payment of interest on demand deposits under the 1933 law effec- 
tually prevents either legal or working reserves of any banks from 
earning interest. 

It is not strictly correct to hold that legal reserves of banks which 
are members of the Federal Reserve System contribute nothing to 
liquidity. Member banks constantly replenish their legal reserve 
balances by sending checks to the Federal Reserve Bank for col- 
lection. Likewise they draw against these balances to pay checks 
on themselves presented through the mails. 3 In practice, there- 
fore, the legal reserves of banks are actually in a constant state of 
flux, for they constitute a reservoir in and out of which payment 
may be made continuously while the general level remains the 
same. In computing legal reserve requirements an allowance is 
made for this process by requiring only that legal reserves average 
an amount equal to the requirements over a period of one or two 
weeks. Above the general level of legal reserves are the working 
reserves that are depended upon to absorb any short-time net 
changes in the cash position of the bank. The size of this excess 
of working reserve will normally depend upon: (1) the till money 
requirements from day to day; (2) the probable short-time varia- 
tions in net deposit withdrawals; and (3) the ease or difficulty with 
which earning assets (secondary reserves) can be converted into 
cash. Members of the Federal Reserve System which are located 
near Federal Reserve Banks and are in possession of assets readily 
usable for borrowing at the reserve banks carry a flow volume of 
such working reserves, but those at greater distances carry more. 

Legal reserve requirements . 4 To determine the reserve re- 
quirements of banks belonging to the Federal Reserve System, 
the law classifies cities and towns into: (1) country districts; (2) 
reserve cities; and (3) central reserve cities. For each class the law 
has fixed a minimum and maximum limit to the percentage of 


3 The mechanics of this procedure are discussed in the next chapter. 

4 For an account of the reserve requirements of state banks that are not members 
of the Federal Reserve System, see Provisions 0/ State Laws Relating to Bank Re- 
serves , 1945, a study prepared for the Board of Governors of the Federal Reserve 
System. 

For an historical account of American experiences with the regulation of bank 
reserves, see R. G. Rodkey’s Legal Resewes in Ameiican Banking , 1934, Michigan 
Business Studies j Vol. VI, No 3. 
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required reserves leaving to the Board of Governors of the System 
the duty of determining just rvhere, within the stated limits, the 
requirements shall stand at any particular time. The power to 
change reserve requirements was granted to the Board of Gover- 
nors in 1935 to strengthen its attempts to regulate the volume of 
credit. Under this authority the Board can adjust reserve require- 
ments up to a maximum level of double the minimum require- 
ments previously in force. 

The National Bank Act designates New York and Chicago as 
“central reserve cities” and certain other cities as “reserve cities/' 
subject to the right of the Board of Governors to make changes in 
the classification as desired. In addition, the Federal Reserve Act 
permits the Board, by a vote of five, to modify the classification of 
banks in outlying areas of reserve and central reserve cities so as 
to reduce their reserve requirements. Under this provision the 
Board has reclassified most banks in those parts of Chicago and 
New York which are outside the main financial areas; and as a 
result, central reserve city banks, with but a few exceptions, in- 
clude only banks in the main financial districts of those cities. In 
respect to branch banks, the reserve requirements for the whole 
bank is determined by the requirements applicable to the highest 
classification of city in which the bank maintains an office, whether 
the head office or a branch. 

The present method of basing reserve requirements upon the 
city in which the bank is located has little justification. It is 
simply a practice taken over by the Federal Reserve System from 
the old national banking system. To be sure, banks located in 
reserve and central reserve cities are likely to carry substantial 
amounts of bankers 7 balances that require a greater degree of 
liquidity on the part of the bank than do ordinary deposits. But, 
since legal reserves are not actually relied on to provide liquidity, 
there appears to be little reason for requiring higher reserves for 
banks in one class of city than in another. 

The reserve requirements in force in the period 1917-1935, the 
present minimum and maximum limits, and the requirements 
in force on February 1, 1951, appear in Table 5. 

Method of computing required reserves. Central reserve city 
banks and reserve city banks compute their required reserves on 
the basis of their average daily net deposits (as of the beginning of 
each business day) over a period of one week, Country banks, on 



THE BANK'S RESERVES , 


*37 


TABLE 5 

Reserve Requirements For Federal Reserve Member Banks * 



On Net Demand Deposits 

On Time 
Deposits 


Central 
Reserve 
City Banks 

Reserve 

City 

Banks | 

Country 

District 

Banks 

All 

Banks 

June 1917- 
Aug. 1936 

| 

13 

10 

7 

3 

Minimum-maximum 

requirements 

Jan. 1, 1950 

13—26 

10—20 

7—14 

3—6 

Actual requirements, 
Feb. 1, 1951 

24 

'20 

14 

6 


* On August 16, 1948, as an anti-inflationary measuie, Congress granted the 
Board o£ Governors temporary authority to increase reserve requirements on demand 
deposits by not more than 4 percentage points over the existing statutory maximum 
and on time deposits by not over \i / 2 percentage points. This meant that central 
reserve city bank requirements could be increased to 30 per cent, reserve city re- 
quirements to 24 per cent, and country bank requirements to 18 per cent, whereas 
time deposit reserve requirements could be increased to 71/2 per cent. This au- 
thority expired on June 30, 1949. 


the other hand, calculate their reserve requirements on a semi- 
monthly basis. The required reserves against time deposits is 
calculated simply by applying the required reserve ratio to the 
average daily time deposits for the computation period. 

Demand deposits against which reserves are to be carried are 
computed by deducting from gross demand deposits (1) the checks 
on other banks in process of clearing or collection; and (2) demand 
balances carried in incorporated banks other than the Federal Re- 
serve Bank and foreign banks. Gross demand deposits include 
government and individual demand deposits, deposits of other 
banks, and certified and cashiers* checks outstanding. The “net 
demand deposits” resulting from the above deductions is the base 
to which is applied the required reserve ratio. 

Methods of adjusting legal reserves . A member bank that finds 
its legal reserve position impaired may resort to any one of several 
methods for remedying the situation. The simplest and most 
direct way to increase reserves with the Federal Reserve Bank is 
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to transfer working balances carried with other banks, when they 
can be spared. A second method, almost as simple, is to reduce 
call loans made on the central money markets either directly, if 
the bank is so located as to be making direct loans of this sort, or 
indirectly, if its call loans are being made through city corre- 
spondents. This method is no longer used. 

If neither of these methods is available or adequate to meet the 
bank’s needs, readily saleable assets may be disposed of in the open 
market. Bankers 1 acceptances and short-time government obliga- 
tions are particularly adapted for this use. Finally, the member 
may rediscount eligible paper with the Federal Reserve Bank or 
borrow from it in order to build up its reserve. In the long run, 
of course, as the ultimate method of increasing reserves, the loans 
and investments other than those mentioned above may gradually 
be scaled down. 

Borrowed reserves. Over a short period of time, member banks 
sometimes find it advantageous temporarily to purchase or borrow 
reserves from other members which at the moment have an excess* 
Both the borrowing and the lending bank may profit from this 
transaction. The borrowing bank may wish to increase its bal- 
ance at the Federal Reserve Bank for a short period in order to 
bring its average actual reserves to the required level for the com- 
putation period. The lending bank, on the other hand, holds 
excess reserves with which it is willing to part for a short period. 
The rate of interest on loans of “Federal funds, 11 as such reserves 
are called, generally is somewhat lower than the prevailing open 
market rates on high-grade short-time paper and the Federal Re- 
serve discount rate. But, on June 28, 1949, when the Federal 
Reserve Bank discount rate was iy 2 per cent and open market 
rates on prime bankers 1 acceptances were x% 6 of 1 per cent, Fed- 
eral funds were quoted at a rate of i%6 per cent. 5 

The process of lending reserves may involve the issue of a 
cashier’s check by the borrowing bank (listed in its statement as 
money borrowed instead of deposits). The lending bank either 
issues a draft on the Federal Reserve Bank to the borrowing bank 
or arranges for a transfer by the reserve bank of funds from its 
reserve balance to that of the borrowing bank. 6 


5 New York Times , June 28, 1949. 

6 Federal Reserve Bulletin, February 1930, p. 81. 
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Excess reserves . When the available supply of legal reserves 
exceeds the minimum legal requirements, the banking system is 
in possession of “excess reserves/' This occurs whenever, for 
some reason or other, the banks are unable or unwilling to expand 
their loans and investments to the theoretical limits set by the 
available reserve funds. So long as a member bank is indebted 
to the reserve banks for rediscounts or bills payable, idle reserve 
funds will promptly be used to retire such indebtedness. Substan- 
tial quantities of member bank excess reserves do not appear, 
therefore, until member banks are largely out of debt to the re- 
serve banks. 

Excess reserves of member banks reached a peak of nearly 
$7,000,000,000 early in 1941. Responsibility for this tremendous 
volume of excess reserves may be placed upon: (1) the open-market 
purchases of government obligations by the Federal Reserve 
Banks, which stood at about $2,200,000,000; and (2) the importa- 
tion of about $15,000,000,000 in gold. When gold is imported 
through New York City, excess reserves appear first in the banks 
of that city. To some extent these reserves become distributed 
among the banks of the interior when the government and private 
concerns borrow or issue securities in the New York money market 
and spend the proceeds in the other parts of the country. But 
the banks of the interior, on the other hand, tend to return excess 
reserves to the city banks when they build up their balances with 
their city correspondents. Thus, interbank balances tend to rise 
and fall directly with the rise and fall of excess reserves in the 
country as a whole. 

The excess reserves declined to modest proportions during the 
war years. Banks were compelled to convert their excess reserves 
into currency to meet the sharp increase in the demand for cur- 
rency in circulation. This, with increased reserve requirements 
growing out of wartime deposit expansion, soon exhausted the 
excess reserves of member banks and caused them to sell Treasury 
bills and certificates of indebtedness to the Federal Reserve Banks 
to meet legal reserve requirements. 

Criticism of present resei~ve requirements , The existing pat- 
tern of legal reserve requirements for banks is by no means ideal. 
A number of objections may properly be raised. First, the re- 
quirement that all legal reserves of member banks must be carried 
as deposits in the Federal Reserve Banks tends to discriminate 
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against member banks not located near the Federal Reserve Banks. 
Such banks, naturally enough, find it necessary to carry consider- 
ably more cash in vault (or till money) in proportion to their de- 
posits than do banks located in Federal Reserve Bank cities. But 
such cash cannot be counted as legal reserve. These banks there- 
fore suffer in comparison with the more fortunate members located 
near the reserve banks. In addition, they are at a disadvantage in 
comparison with competing nonmember banks, which cati gen- 
erally count vault cash in satisfaction of their legal requirements. 

Second, the objection is properly made that the threefold classi- 
fication of banks (country, reserve city, and central reserve city) 
for the purpose of determining the size of reserve requirements is 
outmoded and without justification. Differences in reserve re- 
quirements should be based more on the nature of deposits than 
on the city in which the bank is located. 7 

Third, it is unfair to banks which are members of the Federal 
Reserve System that nonmember banks should not be subject to 
changes in reserve requirements imposed by the Board of Gov- 
ernors in the pursuit of proper credit policy. The Board, there- 
fore, has suggested that uniform reserve requirements should be 
imposed upon all insured commercial banks, both in the interest 
of fairness and effectiveness. 

Questions for Study 

1. a) Explain why legal reserve requirements have been imposed on 

American banks. 

b) In contrast, British commercial banks have no legal reserve 
requirements. Does this fact make American banks more liquid 
and secure than British banks? 

2. a) Why do banks need “working reserves 45 in addition to their legal 

reserves? 

b) What forms do these working reserves take? 

3. a) Which class of bank carries the greatest relative amounts of 

vault cash? 

b) Which class carries the greatest relative amount of “due from 
banks 5 5 ? 

4. a) How is the base calculated for computing reseiwe requirements 

for member banks? 


r Cf. Annual Report: of the Board of Governors of the Federal Reserve System, 1948, 
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b) What assets o£ a member bank can be classified as 1) primary 
reserves? 2) legal reserves? 

5. Suppose that a member bank’s legal reserve during the first half of 
the computation period shows a 10 per cent deficiency. What steps 
can and should the bank then take? 

6. a) What are “excess reserves” and why were they so high in 1941? 
b) What caused their disappearance in the 1942-48 period? 

7. If legal reserves contribute little to bank liquidity, what useful pur- 
pose do they serve? 

8. What objections may properly be raised to the reserve require- 
ments for Federal Reserve member banks? 

9. What powers does the Board of Governors have over member bank 
reserve requirements? Why were these powers given? 
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Clearing and Collection of Checks 


I F ALL DEPOSITS WERE PAYABLE ONLY TO THE DEPOSITOR HIMSELF, 

interbank relationships would be simple* Instead, demand de- 
posits are paid upon written negotiable orders or checks. When 
the payee or receiver of a check happens also to be a depositor of 
the bank on which it is drawn, only a bookkeeping entry is re- 
quired to complete the payment. The deposit of the drawer ol 
the check is reduced and that of the payee is increased by the 
amount of the check. A large proportion of checks drawn, how- 
ever, are transferred to persons who are not depositors of the 
drawee bank. In that case checks are deposited in other banks 
for credit and these banks collect the checks from the bank on 
which they are drawn. As a service to depositors, banks normally 
undertake to collect checks drawn upon other banks. This serv- 
ice may be free or a charge may be made. In any event, the banks 
credit depositors’ accounts with the amount of checks deposited 
and collect the checks from the drawee banks. 

This check collection performed by banks for their customers 
has two important consequences. First, it makes possible the 
widespread use of checks as a means of payment. Perhaps go per 
cent or more of all the money payments in the United States are 
made by checks against demand deposits. Without this develop- 
ment, the usefulness of demand deposit banks would be greatly 
reduced. A second consequence of check collection is that it 
necessitates the existence of an elaborate set of devices whose main 
function is to facilitate the collection process. These devices fall 
into two general classes: (i) the local clearinghouses for collecting 
checks on local banks; and (2) the collection system for handling 
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the checks drawn on out-of-town banks. Each of these will be 
examined in turn. 


The Clearinghouse 

The use of the clearinghouse for exchanging checks arose out 
of the obvious convenience of such a practice. Without a special 
meeting place where the representatives of the banks could as- 
semble, it would have been necessary for messengers from each 
bank to make separate calls on other banks for the purpose of pre- 
senting and collecting checks received from depositors and making 
settlements therefor. This troublesome procedure is avoided by 
the use of the clearinghouse. 

The responsibility for smooth operation of the clearing function 
cannot be left to mere chance. Hence banks wishing to clear 
checks through the clearinghouse form an organization called a 
clearinghouse association . Through this association, rules and 
regulations are set up for the control of the clearing functions. 
A uniform procedure is worked out so that the clearing of checks 
goes on smoothly. Messengers must arrive with checks at a stated 
time. The checks for clearing must be properly sorted and re- 
corded. Settlements must be made in certain approved ways. 
Moreover, the banks find the clearinghouse association a con- 
venient device for introducing co-operative action in matters other 
than the mere clearing of checks. For example, competitive prac- 
tices are frequently regulated and standardized through the asso- 
ciation. It follows, therefore, that some form of administrative 
control is necessary. This control is normally centered in the 
clearinghouse committee, made up of influential bankers elected 
by the representatives of the members of the association. This 
committee formulates the regulations governing the various opera- 
tions of the clearinghouse, whereas the responsibility for their 
execution is usually vested in a manager. The voluntary associa- 
tion rather than the corporate form of organization is most favored, 
as it gives greater elasticity of function as well as more effective 
control over the members than would be afforded by the more 
rigid corporate form. 

The clearing mechanism. The clearing operation is itself 
simple in principle. Before being sent to the clearinghouse, each 
check must be inspected to make certain that it is properly en- 
dorsed by the payee and that it appears to be i^egular in every 
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way. Further, it is endorsed with a rubber stamp bearing the 
date, name, clearinghouse number of the clearing bank, and some 
notation to the effect that payment is received through the clear- 
inghouse. The checks are then sorted according to the bank on 
which they are drawn, and the amounts are totaled and recorded 
on a slip which is attached to each package of checks. 

At the time appointed for clearing, the messengers from each 
bank go to the clearinghouse and exchange the packages of checks 
so that each messenger comes into possession of the checks drawn 
on his bank. On a specially prepared statement blank containing 
the names of the other clearing banks, the messenger records the 
amount of the checks delivered to and received from each of the 
other banks and computes the total of checks brought to and re- 
ceived from the clearinghouse. If the amount brought to the 
clearinghouse exceeds the amount received, the bank has a favor- 
able balance at the clearinghouse, and the net excess will be paid 
to it. On the other hand, if the checks received from the clearing- 
house exceed those brought, the bank is a net debtor and must pay 
the difference to the clearinghouse. 

In some cities the clearing of checks is formally carried out more 
than once a day. Further, large banks frequently are able to 
expedite their bookkeeping by informally exchanging checks 
drawn on each other at more frequent intervals. In such a case 
the drawee bank gives the presenting bank a receipt for the total 
amount of checks received, and the receipt is put through the 
clearinghouse at the regular time in the same fashion as a check. 
In larger cities, small banks not wishing to assume the responsibili- 
ties of membership or unable to qualify arrange to have their 
checks cleared through a member bank. 

Methods of settlement . One principle of settlement prevails. 
The debtor banks pay only the net amount of their debts to the 
clearinghouse. The creditor banks receive in turn only the net 
amount due them. Thus the settlement is made with a minimum 
amount of trouble. 

In small city clearinghouses, debtor banks commonly make 
settlement in acceptable drafts on city correspondents or on the 
Federal Reserve Bank of the district. In Federal Reserve Bank 
cities, the manager of the clearinghouse provides a certified list of 
clearing balances with instructions to debit the reserve balance of 
debtor banks and credit the reserve balance of creditor banks. 
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Thus settlement is made by book entries at the reserve bank. In 
the past, clearinghouses made settlement by the use of clearing- 
house certificates. In such a case each member of the clearing- 
house deposited with the manager a quantity of lawful money, 
usually gold or gold certificates, and received in return clearing- 
house certificates in convenient denominations and payable only 
to a member of the clearinghouse. These certificates made it 
possible to make settlements conveniently and without risk of 
loss. 

. Other functions of the clearinghouse . Bankers find that colleo 
tive action is desirable for three distinct reasons: (1) excessive 
competition is likely to lead to practices that impair a banker’s 
profits; (2) bank failures must be prevented as far as possible if 
banks are to be spared the consequences of loss of public con- 
fidence; and (3) when difficulties do arise, in spite of whatever 
protective measures are taken, mutual aid is needed to withstand 
the shock. 

The clearinghouse association forms a convenient means for 
accomplishing the needed collective action. To prevent unde- 
sirable competition, the clearinghouse association lays down for 
its members rules which may cover a variety of practices. It may, 
for example, fix the maximum rate of interest members may pay 
on deposits, the uniform charge for collecting out-of-town checks, 
or the required minimum balances and service charges. Deposi- 
tors frequently resent such collective action taken by banks on the 
ground that it is monopolistic in its effects. A fair appraisal of 
the results, however, must recognize some positive public benefits. 
Cutthroat competition among banks is almost certain to bring 
trouble. The bank which pays excessive interest rates or furnishes 
too many free services is a source of danger to the whole business 
community. The search for profits to offset the abnormal cost 
of such competition ultimately leads to the making of speculative 
loans and investments, with disastrous results to both the bank 
and the public alike. 

The second general reason for collective action through the 
clearinghouse is found in the necessity for preventing failures 
among banks. Clearinghouse associations, therefore, often re- 
quire regular reports of the condition of member banks. In some 
cases the clearinghouse goes so far as to establish a system of ex- 
amination for all members. This practice began in Chicago in 
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1906 as a consequence of the failure of three banks controlled by 
John Walsh, which had been badly mismanaged. The Chicago 
Clearing House Association had. been warned by the state and 
national bank supervisors that the banks were to be closed im- 
mediately. To allow these banks to fail outright would have been 
a dangerous blow to the local credit situation, which was already 
overextended. The members of the clearinghouse, therefore, 
agreed to guarantee the deposits of the Walsh banks and to take 
them over for liquidation. This was a costly undertaking, for at 
one time as much as $7,000,000 was advanced by the banks, al- 
though the ultimate loss after fifteen years of liquidation was re- 
duced to about half that amount. Somewhat saddened by the 
experience in offsetting the results of the Walsh failures, the mem- 
bers of the Chicago Clearing House determined to prevent, as 
far as possible, recurrence of such an episode. An expert ex- 
aminer, with several assistants, was employed and given authority 
to examine all the clearing banks. For many years, in fact up to 
the difficulties of 1930 to 1933, it was the boast of the Chicago 
Clearing House Association that no depositor had lost in the 
failure of any banks which were clearinghouse members. True, 
some few member banks had failed, but their obligations had been 
assumed and their assets liquidated without loss either to deposi- 
tors or to the clearinghouse banks. 

The advantages of a competent form of clearinghouse examina- 
tion are several. First, the clearinghouse examiner has a more 
intimate knowledge of the affairs of borrowers and the whole 
banking system of the city than have either the state or the na- 
tional examiners, who get only a partial view of the situation. 
Further, the authority of clearinghouse examiners is more effective 
than that of state and national examiners. The latter necessarily 
must confine their criticisms largely to violations of banking law, 
since it is only such violations which are within their power to 
correct. Moreover, before 1933 examiners had no weapon for 
compelling compliance, save the threat of closing up the bank 
altogether. The clearinghouse examiners’ criticisms, however, 
may be laid before the clearinghouse committee and be made the 
basis for expulsion from the clearinghouse association. To be 
denied clearing privileges or to be expelled from membership is 
a serious matter, and such a threat is likely to bring the erring 
banker into line. 
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Another regulatory activity o £ clearinghouse associations has to 
do with the setting up of banking standards such as minimum re- 
serve requirements, capital requirements, limitations on real estate 
loans, and investment of capital in fixed assets. Such rules may 
and do exist in the absence of a system of examination. 

In spite of any precautions that may be taken, conditions may 
arise requiring more than mere prevention. Banks may become 
involved, in spite of careful supervision, and endanger the whole 
bank structure. Hence, whether or not clearinghouse examina- 
tions are used, it has sometimes been necessary for local banks to 
take steps to prevent loss by depositors. At such times clearing- 
house associations have collectively guaranteed the deposits of the 
failing bank and employed a liquidating agent to minimize the loss 
to themselves by avoiding costly receiverships. * Or, they may 
“sell” the business of failing banks to some member of the associa- 
tion which undertakes to pay a fixed sum for the good will and 
probable value of the deposits. This bank then takes over the 
liabilities under a guaranty from the association and acts as liqui- 
dating agent. 

Before the Federal Reserve Banks were created, with power to 
assist banks by lending them cash, the clearinghouse associations 
sometimes found it desirable to assist members that were in need 
by permitting them to meet their clearinghouse balances with 
clearinghouse loan certificates. These interest-bearing certificates 
were secured by the deposit of approved securities with the clear- 
inghouse committee by the bank lor whose benefit they were issued 
and were the obligation of the association as well as of the indi- 
vidual bank resorting to their use. By means of such certificates 
banks were able to carry on the local clearing of checks in spite of 
panic conditions that would otherwise have depleted some banks’ 
cash to such an extent as to impair their legally required reserves. 

Collection of Out-of-Town Checks 

Two methods are available for presenting and collecting checks 
drawn on out-of-town banks. The first and the one most com- 
monly used is that provided by the Federal Reserve Banks; the 
second is the resort to correspondent banks in other cities. We 
shall examine first the Federal Reserve collection system. 

Federal Reserve collection system . The Board of Governors, 
under the authority of the Federal Reserve Act, arranges to have 
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each Federal Reserve Bank collect checks for such of its member 
banks as desire to avail themselves of its privileges and for such 
nonmember state banks and trust companies as may maintain ade- 
quate balances with the reserve banks. Such nonmember state 
banks and trust companies are called nonmember clearing banks. 
Only checks drawn on “par banks” (banks that agree to remit the 
full face value of all checks presented through the mail) can be 
collected through the Federal Reserve Banks. 

The system of check collection begins with the bank that has 
received out-of-town checks from its customers. Such checks must 
be prepared for collection in somewhat the same manner as local 
checks intended for the clearinghouse. They must be inspected 
for the endorsement of the payee and for any evidence of irregu- 
larity. They must then be stamped with the bank’s endorsement. 
This is in the form of a special endorsement calling for payment 
to “any bank or banker/’ thus minimizing the danger of loss in 
case the checks should be stolen. 

This work of preparing the checks for collection is done by the 
“transit department” in the larger, departmentalized banks. 
Proper record must be made of each check for the bank’s own use, 
and an identifying list is prepared to accompany the checks when 
they are sent in for collection. 

If the collecting bank is a member, or a nonmember clearing 
bank, the checks are sent next to the Federal Reserve Bank, where 
the sending bank receives deferred credit. The reserve bank in 
turn endorses the checks and starts the process of collecting them 
from the drawee banks. Four possibilities arise at this time: 

1, If the checks are drawn on banks in the city in which the 
reserve bank itself is located, they will be presented directly to 
the drawee bank or through the clearinghouse of which the reserve 
bank is a member, 

2. If the checks are drawn on member or nonmember clearing- 
banks in other towns or cities of this district, the reserve bank will 
mail the checks directly to the drawee bank and request a remit- 
tance. After the drawee bank has had an opportunity to inspect 
the checks for genuineness, it will remit the amount to the reserve 
bank. In doing so it has a choice of: (a) drawing a draft on its 
reserve account with the reserve bank; ( b ) sending a draft on other 
banks located in the Federal Reserve city; (c) shipping currency 
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at the expense of the reserve bank; or (d) making any other form 
of payment acceptable to the collecting reserve bank. If a remit- 
tance is not promptly made, the amount will be deducted from 
Lhe member's reserve account in any event; promptness in remit- 
ting is thus desirable. 

3. If the checks are drawn on nonmember banks outside the 
Federal Reserve city, the reserwe bank may send them directly to 
the nonmember banks and request a remittance, or present them 
through a near-by member bank, which collects and remits. 

4. If the checks are drawn on a bank in another Federal Reserve 
district, the collecting reserve bank sends the check to the reserve 
bank of the other district. The check then proceeds through the 
ordinary collection channels of that district, and settlement is 
made between the reserve banks through the Interdistrict Settle- 
ment Fund, which will be described later. 


FEDERAL RESERVE BANK OF CHICAGO 
Chicago Head Office Time Schedule 
(Revised January 12, 1951) 


Immediate Credit 

Immediate credit will be given for the following items when received 
within the applicable closing time: 

When received in time for presentment through the Chicago Clear- 
ing House (Monday through Friday) — Items drawn on Chicago banks. 

When received by 10 a.m. (Monday through Friday) — Checks on the 
Treasurer of the United States (items $500 and over 12 noon). 

When received by 2 p.m. (Monday through Friday) — 

Checks on the Federal Reserve Bank of Chicago 
Officers’ checks of other Federal Reserve Banks 
Federal Reserve Exchange Drafts 

Deferred Credit 

Credit for all other items when received within the following ap- 
plicable closing times will be given as specified in the availability 
schedule below: 

Items payable outside of the City of Chicago — 

When received by 1 p.m. (Items $1,000.00 and over 4 p.m.) Monday 
through Eriday. Saturday, not also a legal holiday, 12 noon but with 
the understanding that any such checks received after 10:30 a.m. to 
be processed on Saturday may or may not be forwarded for collection 
until the following business day. 
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AVAILABILITY SCHEDULE 


One Calendar Day 


Atlanta 

Little Rock 

Birmingham 

Louisville 

Buffalo 

Memphis 

Charlotte 

Minneapolis 

Cincinnati 

Nashville 

Cleveland 

New Orleans 

Dallas 

New York 

Denver 

Oklahoma City 

Detroit 

Omaha 

Helena 

Pittsburgh 

Jacksonville 

St. Louis 

Kansas City 

St. Paul 

Salt Lake City 

ir Days 

Baltimore 

Philadelphia 

Boston 

Portland 

El Paso 

Richmond 

Houston 

San Antonio 

Los Angeles 

San Francisco 
Seattle 


Two Business Days 

All other items drawn on par banks located within the Continental 
United States. 

Checks drawn on banks not located in a Federal Reserve city but 
bearing upon their face a notation that they are payable at or receiv- 
able for immediate availability in a Federal Reserve city will be ac- 
cepted on the same basis as checks drawn on banks located in that city. 


As we observed at the beginning, the original bank sending 
checks for collection to its Federal Reserve Bank receives deferred 
credit only. After collection has been completed by the reserve 
bank, the proceeds of the checks are credited to the member 
bank’s reserve account. In order that member banks may know 
when checks sent to the reserve bank for collection will be fully 
available for use, each Federal Reserve Bank has set up a time 
schedule showing the number of days that must elapse before 
checks drawn upon banks located in different areas will be avail- 
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able for full reserve credit. The schedule prepared by the Fed- 
eral Reserve Bank of Chicago is shown on page 150. As a result 
of action of the Board of Governors of the Federal Reserve Sys- 
tem, the maximum time which may elapse before full credit is 
given is now limited to two days. 

Member banks are not required to utilize the collection facil- 
ities of their reserve banks. They may and often do send out-of- 
town checks to their city correspondents, who in turn send them 
to the Federal Reserve Bank for collection or collect directly from 
the drawee bank. 

Use of Interdistrict Settlement Fund , 1 Checks to be collected 
in other districts are forwarded by the reserve bank that first re- 
ceives them to the reserve bank of the district in which the checks 
are payable. This bank then presents the checks in the usual 
manner to the banks on which they are drawn, receives back re- 
mittance therefor, and in turn remits the collected funds to the 
first reserve bank from which the checks were received. This re- 
mittance between reserve banks is accomplished by daily tele- 
graphic communication from each reserve bank with the Board 
of Governors of the Federal Reserve System at Washington, D. C., 
which holds the Interdistrict Settlement Fund. Each Federal Re- 
serve Bank has book credit against the fund for its share. At the 
end of each business day, each reserve bank reports to the Board 
of Governors the funds collected by it for each other reserve bank. 
The board thereupon determines the net changes in each reserve 
bank’s claims to the Interdistrict Settlement Fund and notifies the 
several banks the following morning of the size of their shares of 
the fund. In 1949 the fund amounted to about $8,000,000,000. 
During the year 1948, about $450,000,000,000 of items were cleared 
through the fund. 

In some instances a saving of time can be accomplished by the 
introduction of short cuts in the routing of checks for collection. 
Member banks sometimes are able to shorten the time of collection 
by sending checks to Federal Reserve Bank branches. To aid in 
such practices, availability time schedules are provided similar to 
that for the head office of the Chicago Federal Reserve Bank 
shown on page 150. Also, under special arrangements with the 
reserve bank, one member may send checks drawn on another 


1 Formerly called the Gold Settlement Fund, 
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member directly Lo the drawee bank and notify the reserve bank, 
which credits the collecting bank’s reserve account upon receipt 
of remittance from the drawee bank. Interdistrict collection 
time may also be reduced by special agreements that authorize 
banks to route checks directly to the reserve bank of another dis- 
trict for the credit of the reserve bank of the sending bank. 

Collection of checks without use of Federal Reserve Bank 
facilities . Although the Federal Reserve Banks furnish excellent 
facilities for the collection of checks for member and nonmember 
clearing banks, a substantial number of checks are collected with- 
out the use of the reserve banks. As was observed before, member 
banks sometimes prefer, for one reason or another, to collect 
through city correspondents rather than through the reserve bank. 
For example, a member bank in Lafayette, Indiana, might wish to 
send its checks drawn on Indianapolis or the surrounding area to 
its Indianapolis correspondent, which would be in a position to 
make collection through the Indianapolis clearinghouse and grant 
immediate credit, whereas if they were sent to the Federal Reserve 
Bank of Chicago for collection, the checks would not be added to 
the reserve credit until two days after receipt of the checks by the 
Chicago bank. Thus, regardless of the use which the Lafayette 
bank wished to make of its funds, they would become available 
two days sooner by collecting through Indianapolis. Frequently, 
member banks find it more convenient to collect checks drawn on 
banks located near the reserve bank through correspondents in the 
reserve city. The real advantage of using a city correspondent as 
a collection agency in such a case is the convenience of accumu- 
lating balances with the city correspondent by sending checks to 
it for collection instead of collecting through the reserve bank and 
transferring the funds subsequently to the correspondent. It must 
be remembered that member banks still find it necessary to main- 
tain balances with city correspondents in spite of the operations 
of the Federal Reserve System. City correspondents are impor- 
tant links in the process of making loans on the call loan market 
and in purchasing commercial paper, bankers’ acceptances, and 
bonds. Further, they are useful in furnishing customers with 
drafts on other cities, which are still frequently needed in spite 
of the increased acceptability of ordinary checks. Likewise, any 
connection which the smaller banks have with the foreign ex- 
change market is through their city correspondents. Finally, 
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country banks call upon their city correspondent banks for mis- 
cellaneous types of services not available from the reserve bank, 
including the furnishing of credit information desired by both 
the bank itself and its customers . 2 

Collection of checks by nonmember banks . The nonmember 
bank, unless qualified as a clearing nonmember, has no direct ac- 
cess to the clearing facilities of the reserve banks. It does have 
indirect access, however, through its member bank correspondents, 
which cheerfully undertake the task of collection in return for the 
favor of the nonmember's deposit. 

Only one form of check is denied access to the reserve bank 
collection system — namely, checks on nonmember banks that re- 
fuse to remit at par for checks presented through the mails; ix>> 
charge exchange. Checks drawn on these banks must be collected 
through the correspondent bank system. 

The nonpar bank and the exchange charge . It is important to 
understand just what is involved in the exchange charge made by 
the nonpar banks. Briefly it is this: When checks drawn on such 
a bank are sent to persons or firms located in other cities, and are 
deposited in the banks of those cities, they are returned by mail 
to the drawee bank for payment. The latter, instead of remit- 
ting the sending bank the full amount of checks presented for 
payment, remits the face amount of the checks minus an exchange 
charge. This charge commonly amounts to one-tenth of 1 per 
cent of the face of the checks. In justification for this pi“actice, the 
bankers claim that their contract with the depositor is to pay cash 
at the bank's own window. To remit to some out-of-city banker 
through the mails involves an added burden of carrying balances 
with city correspondents against which they can draw drafts in 
payment. For this extra trouble they make an exchange charge. 
Actually, however, the excuse just given is not at all a valid one. 
Carrying balances with city correspondents is an indispensable 
practice of country banks, for through such correspondents the 
country bank must collect out-of-town checks deposited with it by 


2 H. Parker Willis believed that this dependence of country banks upon their 
city correspondents is due to the pressure exerted by the city bankers upon the 
Fedetal Reserve Banks to prevent the latter from performing correspondent services. 
He reported that at first the Federal Reserve Bank of New York offered full corre- 
spondent services to its members but later withdrew them to avoid antagonizing 
the big city banks. The Theory and Practice of Central Banking , New York, 
Harper & Brothers, 1936, p. 92. 
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its customers. The truth is that the practice of charging exchange 
arises from the simple fact that it is profitable! It is profitable 
because the nonpar bank pays less than par on its own checks, al- 
though it is able to collect the full face amount of city-bank checks 
that it sends to its city correspondent for collection. In support 
of this contention one need but note the anguished and enraged 
cries of country banks when the Federal Reserve System under- 
took to abolish the practice of charging exchange by using agents 
to present checks for payment at the window of the nonpar banks. 
The reserve banks were compelled to give up this attempt when 
state legislatures hastened to come to the aid of the nonpar banks 
by passing laws designed to prevent their being coerced into giv- 
ing up the exchange charge. 3 

The nonpar banks are of necessity small state banks located 
mainly in rural areas where they need not compete with banks 
that belong to the Federal Reserve System, which must pay their 
checks at par. The Great Depression of the i93o\s saw a sub- 
stantial increase in the number of nonpar banks. The excuse ap- 
pears to have been the urgent need for some source of increased 
profits. But, since 1940, the number of banks on the nonpar list 
has sharply diminished. In 1950, of the 14,051 banks having 
checking accounts, only 1,864, carrying less than 2 per cent of the. 
total demand deposits, were nonpar banks. In 29 states all banks 
were on the par list. Twelve states which had nonpar banks in 
1938 had none in 1950. In a few states, laws have been passed 
making the par payment of all checks mandatory. 

It is important to distinguish between the exchange charge made 
by nonpar banks and the collection charge that banks make for 
cashing out-of-town checks for customers. The collection charge 
compensates the bank for advancing the money and for the trouble 
and delay involved in collecting the check. Should the check be 
drawn on a nonpar bank, the exchange charge that the drawee 
bank will make in paying the check is quite properly included in 
the collection charge. 

Collection of nontransit items . The collection facilities of the 
Federal Reserve Banks are not limited in use solely to the collec- 
tion of checks. Section 13 of the Federal Reserve Act permits the 
reserve banks to receive, for collection, maturing notes and bills 

3 Exchange charges are specifically authorized by the laws of Alabama, Florida, 
Georgia, Louisiana, Mississippi, North Carolina, South Dakota, and Tennessee. 
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of exchange. A member bank owning a note or bill of exchange 
payable in anoLher city may therefore utilize the services of the 
reserve banks to effect its presentment and payment. If the note 
or bill is collectible without cost through some member bank, the 
reserve bank, on receipt of the proceeds, credits the full amount 
to the reserve account of the member sending it in for collection. 
If the reserve bank is compelled to pay a collection fee to the bank 
presenting and collecting the instrument, it credits the account 
of the original member for the amount, less the collection charges. 
Items sent to other Federal Reserve districts for collection are set- 
tled in the same general manner as interdistrict check collections. 

Federal Reserve exchange , It was the custom of banks in the 
days before the establishment of the Federal Reserve collection 
system to maintain balances in reserve and central reserve cities. 
These balances were desirable and necessary in order to handle 
the task of getting checks collected and remitting for checks pre- 
sented by other banks through the mails. Furthermore, such bal- 
ances were useful to draw against when customers desired to use 
drafts on the financial centers instead of personal checks for mak- 
ing payments. 

Introduction of the Federal Reserve System, with its require- 
ment of balances carried with the reserve banks, made it desirable 
to reduce the need for carrying balances with city correspondents. 
One step in this direction was the development of the par check 
collection system already described. Another was to provide fa- 
cilities, through the Federal Reserve Banks, for furnishing drafts 
to customers payable on the money centers of the country. A 
member bank may request permission to draw Federal Reserve 
Exchange Drafts and when permission is granted, may draw such 
drafts against its balance in the Federal Reserve Bank. These 
drafts have the advantage over ordinary drafts drawn by members 
against their reserve accounts in that they are receivable for im- 
mediate credit at any Federal Reserve Bank or branch. When a 
member draws Federal Reserve Exchange Drafts it must notify its 
Federal Reserve Bank daily of the number and amount of drafts 
drawn. The amount is then deducted immediately from the 
drawer’s reserve account. 

This attempt to establish the use of drafts on the reserve banks 
as a means of interdistrict remittances in place of drafts on city 
correspondents has largely proved fruitless, owing to the continu- 



i$6 CHECK CLEARING AND COLLECTION 

ation of the practice of carrying bankers' balances with city cor- 
respondents. By performing* various services, the city correspond- 
ents have made it worth while for country banks to maintain their 
deposits with them for use as working reserves. 

Telegraphic transfers . An additional service that the reserve 
banks offer to members is the right to utilize the leased wire sys- 
tem, maintained between the Board of Governors at Washington 
and the several reserve banks and branches, for the transfer of 
funds by wire. Any member bank may request its reserve bank 
to transfer to any other member bank, whether located within or 
outside its own district, any sum of money in multiples of $1000. 
Such a request may be sent to the reserve bank by mail or by tele- 
gram sent “collect.” On receipt of this request, the reserve bank 
deducts the amount from the member’s reserve account. If the 
member bank that is to receive the credit is located in the same 
district as the sending member, the transfer is merely a matter of 
a bookkeeping entry. If the bank to receive credit is located in 
another district, the reserve bank will telegraph the reserve bank 
of that district to credit the receiving member bank’s reserve ac- 
count. Settlement between reserve banks is made daily through 
the Interdistrict Settlement Fund. The member bank receiving 
the credit is advised by mail by the reserve bank when the transfer 
is complete. In special cases involving large sums, and when a 
request is made, the reserve bank advises the receiving member 
by telegraph at the member bank’s expense. 

The services just described are performed free for member banks 
over the private wire system of the reserve banks. In addition, 
other telegraphic transfers over commercial wires will be made at 
the expense of member banks. Such transfers may be for any 
amount and will be accepted from and paid to member banks only, 
but may be made for the use of any other bank or business firm. 
Nonmember clearing banks may use the system to transfer funds 
in multiples of $100 provided they pay the telegraph charges. 

Summary . The par collection instituted by the reserve banks 
has done much to increase the acceptability of bank checks 
throughout the country in making out-of-town as well as purely 
local payments. At most they suffer a discount of one-tenth of 1 
per cent charged against the individual or firm depositing them for 
credit as a service or interest charge to compensate the collecting 
bank for the time and trouble involved in making the collection. 
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Regardless of seasonal changes in the direction of trade, we have 
in a bank check drawn on a par bank an instrument acceptable 
at par. For purposes which are not adapted to the use of personal 
checks, the Federal Reserve System provides exchange drafts pay- 
able at par at any reserve bank. In addition, member banks have 
available the telegraphic transfer system, which enables them, with 
out delay or cost, to build up their accounts with city correspond- 
ents at the expense of their reserve account with the Federal Re- 
serve Bank, thus placing themselves in a position to lend in the 
central money markets and to provide drafts on city correspondents 
without expense, if that method of furnishing exchange drafts on 
other cities is preferred to the use of the Federal Reserve exchange 
drafts. 

Before the Federal Reserve facilities were developed, the sea- 
sonal shifts in the demands for funds in different parts of the 
country resulted in the appearance of a premium or discount, 
as the case might be, on drafts payable in distant cities. For 
example, suppose country banks during the summer lull desired 
to transfer funds to their correspondent in New York City. Two 
ways of making the transfer existed: (1) currency might be shipped; 
or (2) drafts payable in New York City might be purchased if any 
were available. Such drafts would sell at a premium equal to 
the cost of shipping currency. In the autumn, when country 
banks wished to recover their funds from the city banks, they 
might pay transportation charges on currency or sell drafts on 
New York. The discount on such drafts would again appear equal 
to the cost of shipping currency. At the present time, we possess 
as nearly perfect a system of making payments quickly and with 
small cost as one could desire. 

Questions for Study 

1. How do banks usually settle their adverse clearinghouse balances? 
Does your town have a clearinghouse? If so how are settlements 
made? 

2. Clearinghouse associations often exercise supervision and restraint 
over their banks, a) What form do these interferences take? b) 
Why are such restraints sometimes more powerful than those exer- 
cised by state and national examiners? 

3. a) Can you trace the process by which a check drawn on a bank 

located in another Fedei'al Reserve district is presented and paid? 
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b) Making use of the availability schedule on page 150, estimate the 
time it takes your local bank to realize on a check drawn on some 
selected city after it has cashed this check for you at its window. 

4. When will member banks utilize the services of their city corre- 
spondents, rather than those of the Federal Reserve System, for col- 
lecting out-of-town checks? 

5. What is the transit department of a bank? What is its work? 

6. How do banks which are not members of the Federal Reserve Sys- 
tem get the benefits of the System's collection services? 

7. What is the Interdistrict Settlement Fund? How is it used? 

8. a) What are nonpar banks? 

b) Why do they refuse to remit at par? 

c) Why do their customers continue to patronize them? 



Part III 

Bank Earning Assets 




Bank Loans to Business 


A.LTHOUGH A BANK MAY RECEIVE INCIDENTAL REVENUE FROM 

rentals of unused office space and safety deposit vaults, its main 
income is in the form of interest on its loans and investments. 
When speaking of a banks "earning assets,” therefore, one gen- 
erally is referring to its loans and investments. Before we embark 
on a study of particular loan and investment practices of commer- 
cial banks, it is well for us to get a general picture of their credit 
activities as evidenced by the over-all nature of their earning assets. 

Bank Earning Assets 

First, it is necessary to observe the difference in nature of and 
the relative magnitude of the two major classes of earning assets — 
loans and investments. Bank loans are the channel through 
which banks provide the essential source of funds to business firms 
whose equity capital requires supplementing with borrowed funds. 
It is through its loan portfolio that a bank makes its direct con- 
tribution to the economic needs of business. Investments, in 
contrast, bear little direct relation to the needs of the business that 
originates the securities. Corporate bonds, when eligible for bank 
purchase, must be seasoned securities of investment quality. 
They are bought as an outlet for the excess funds of the bank 
rather than in response to the needs of business. But, during 
times of national emergencies, investments of banks in govern- 
ment securities, although not responding to the needs of business, 
are in no small degree in response to the credit needs of the 
Treasury. 

Traditionally, commercial bank credit has mainly taken the 
form of loans. In 1914, before World War I, investments of 



j6j2 bank loans to business 

national banks were less than 23 per cent of their total earning 
assets; and as late as 1929, they amounted to less than 30 per cent. 
During the depression years of the 1930’$, bank loans declined and 
banks sought to bolster the shrinking volume of their earning 
assets by purchasing securities, mainly obligations of the United 
States Treasury. By 1939 security investments had risen to 59 
per cent of bank earning assets. The impact o£ government bor- 
rowing during the war years that followed accelerated the rise in 
relative importance of bank investments, as may be readily seen 
by reference to Chart 4. 

Classification of Loans 

Further to illuminate the all-over picture of bank earning assets, 
bank loans may be classified in three distinct ways, according to 
the existence or nonexistence of special security, the purpose of 
the loan, and the location of the borrower. 

Secured and, unsecured loans. When the lender obtains some 
protection over and above that afforded by the borrower’s signa- 
ture on the note, the loan is said to be secured. The added pro- 
tection that constitutes the security may arise from the pledge of 
securities, documents of title to chattels, or the chattels themselves, 
or from a lien or mortgage on real or personal property. Some- 
times the security takes the form of an accommodation endorsement 
or cosigner who guarantees payment. In contrast, unsecured loans 
give the bank a right only to sue the debtor and get a judgment 
against him if the note is not paid at maturity. In this case the 
bank must take its chances along with any other general creditors 
seeking to collect from the defaulting debtor. Naturally, bankers 
like to make secured loans whenever possible but the credit 
standing of many borrowers, especially business firms, is sufficiently 
high that banks freely lend to them without security. 

The purpose of the loan. In their published reports banks 
classify their loans according to the purpose behind them. The 
classifications include: 

3, Loans for purchasing and carrying securities (security loans). 

2. Loans to business (commercial and industrial), 

3. Agricultural loans. 

4. Real estate loans (for the purchase and improvement of real 
estate). 

5. Consumer loans. 

6. Other loans. 
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Chart 5 shows the relative importance of each of these classes of 
loans. 
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Chart 5. Change in Composition of Loans of Insured Commercial Banks, 
Commercial and Industrial, Consumer, and Real Estate Loans Have Made Up 
an Increasing Proportion of Total Loans Since the War. Source: Assets and 
Liabilities , December 31, 1947, Operating Insured Commercial and Mutual Savings 
Banks, Federal Deposit Insurance Corporation. 


Location of the borrower . Finally, it is helpful to classify loans 
according to the location of the borrower. For this purpose it is 
possible to divide loans into (1) open-market loans; and (2) cus- 
tomers’ loans made to the bank’s own customers. Open-market 
loans include bankers’ acceptances, prime commercial paper, 
and loans to brokers on the New York stock exchange. Such loans 
are made by bankers either on the strength of the reputation of the 
obligor, as is true in the case of acceptances and open market 
commercial paper, or on the security provided by collateral offered 
to secure the loan. Generally such loans are made through dealers 
or middlemen. Open-market paper is highly liquid and of high 
quality, and consequently returns a rate of interest inferior to 
the rates on customers’ loans. The latter, often made to bor- 
rowers who are unable to benefit from the competition of the 
central money market, and bearing the privilege of renewal, on 
the average yield a higher rate of return than does open-market 
paper. 
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Business Loans ( Commercial and Industrial) 

We are indebted to the Board of Governors of the Federal Re- 
serve System for its study of business loans of member banks. 
This survey gives us detailed information, based on sample 
studies, 1 as of November 20, 1946. Since member banks account 
for a very large fraction of commercial bank activities of the coun- 
try, the results of this study are representative of the business loans 
of the country as a whole. 

The length of business loans: short-term loans . Traditional 
opinion has always been that commercial bank loans should be of 
short maturities. Such loans are often made for 30, 60, or 90 days, 
and are designed to enable the borrower to pay for his merchandise 
and make sufficient sales to provide him with funds for repayment. 
In other words, they are expected to be self-liquidating in char- 
acter. Such maturities are justified on the grounds that they meet 
the typical commercial credit needs of business, and in addition, 
embody a liquidity desirable for commercial banks with demand 
deposit liabilities, 

A practical reason for the belief in the importance of short-term 
loans for commercial banks rests upon experience. The English 
commercial banks have always been largely occupied with the 
financing of trade and commerce. American banking practices 
have to some extent followed the pattern of the English system 
with emphasis upon short-term loans to business. In spite of this 
adherence to the principle of short-term loans, bankers have been 
faced with the fact that many of their customers require working 
capital for periods longer than the three months generally con- 
sidered the longest maturities appropriate for commercial loans. 
In actual practice, therefore, banks have made three-months loans 
with the understanding that they might be renewed so long as the 
borrower’s credit position remained favorable. 

Developments since 1930 have led to a re-examination of this 
rule that commercial banks should limit themselves to short-term 
commercial loans. First, modern business, operating on a large 
scale and fortified with ample working capital through security 
issues, finds it unnecessary to depend upon short-term loans to 

1 Federal Reserve Bulletin, March, June, 1947. Cf. also Jacoby, N. H, and 
Saulriier, R. J., Business Finance and Banking , National Bureau of: Economic Re- 
search, 1947, 



166 BANK LOANS TO BUSINESS 

anything like the extent required by business in previous years. 
The bankers, therefore, have seen the short-term loan demand 
drop away sharply. Second, as a result of the depression, many 
meritorious borrowers found themselves with their supply of 
longer-term working capital seriously depleted. This was an 
especially serious problem for many smaller business houses. The 
banker, therefore, sought new outlets for his loanable funds, which 
explains in part the vast expansion of security holdings of banks 
since 1929. At the same time, it has encouraged the banker to 
experiment with loans of a type previously considered outside the 
province of the commercial banker. 

The term loan . In general, bankers in the past attempted to 
steer clear of loans to business for continuous working-capital 
purposes. Unlike loans to provide shorL-term seasonal capital, 
such loans cannot be repaid out of the proceeds of immediate sales 
but must be extended over a period of time sufficiently long, per- 
haps several years, to permit repayment out of earnings. Bankers 
found several objections to making “capital loans.” First, such 
loans were not readily liquidated by sale, but had to be held to 
maturity. Until the amendments to the Federal Reserve Act in 
1935, such paper could not be used as a basis for loans at the 
Federal Reserve Banks. Further, remote maturities made such 
loans somewhat more hazardous than the three-months loan, the 
repayment of which might be quickly required if the borrower’s 
credit took a turn for the worse. Finally, capital loans were 
heavily criticized by bank examiners and were frequently classed 
as “slow.” 

During the 1930’s it became the practice of banks to make loans 
to business with maturities of over one year. Maturities were 
sometimes two, three, five, and even as long as ten years, where the 
needs of the borrowers required. Such loans were often called 
term loans to differentiate them from short-maturing commercial 
loans. The practice of making term loans continued after the war 
and by 1946, out of a total amount of business loans of $13 billion, 
about $4.5 billion, or 34 per cent, had original maturities of over 
one year. As one might expect, manufacturing and mining indus- 
tries made the greatest use of term loans. Out of the total of $4.5 
billion, these industries accounted for $3.3 billion. Public utility 
loans were next in importance, and retail trade stood third. Table 
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6 shows the use made of such loans by industries and by size of 
business. 


TABLE 6 

Long-term Business Loans of Member Banks, November 20, 1946, 
by Size and Business of Borrower * 

(Amount of loans in millions of dollars) 


Business of 
Borrower 

All Busi- 
nesses 

Size of Business (Total Assets in 
Thousands of Dollars) 



Under 

50- 

250 - 

750- 

5,000 



50 

250 

750 

5,000 

and Over 

Retail trade 

410 

142 

81 

30 

28 

128 

Wholesale trade . . . . 1 

223 

22 

48 

26 

35 

91 

Manufacturing and 







mining 

2,361 

45 

94 

94 

306 

1,821 

Public utilities 

937 

37 

33 

31 

69 

767 

Services 

228 

63 

52 

16 

30 

69 

Construction 

57 

16 

28 

8 

4 

1 

Sales finance 

70 

1 

2 

4 

10 

55 

All other ! 

190 

27 

49 

26 

37 

51 

All borrowers 

4,476 

353 

386 

235 

519 

2,983 


♦“Business Loans of Member Banks/’ Federal Reserve Bulletinj March 191.7. 
(Special study of loans by member banks to business.) 


Perhaps the relative importance of these longer-term loans 
among the total bank loans of particular classes of borrowers is as 
significant as the absolute size of the loans. Table 7 gives the 
percentage of such loans to the total bank borrowings of the dif- 
ferent types of borrowing firms. 

It is interesting to note that, although manufacturing and mining 
industries borrow more in aggregate amounts on term loans than 
any other industry, such loans are relatively more important for 
both public utilities and service industries. Also, in respect to 
the term loan borrowings of firms of different size groups within 
industries, one should note that there is a marked tendency for 
finns of largest size to make more use o£ term loans than do smaller 
firms. Exceptions, however, occur in the case of wholesaling, 
construction, and sales finance, where the smallest group is more 
dependent on term loans than is the largest. Also, there is a 
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marked tendency for the firms in the smallest sized groups to 
depend more on term loans than do the firms in the middle-sized 
groups. Thus, it appears, term loans are more useful for meeting 
the needs of the smallest and the largest groups of borrowing firms 
than for those of middle size. 

TABLE 7 

Percentage of Long-term Loans to Total Loans 
for Each Industry-Size Group * 



All Busi- 
nesses 


Size of Business ( Total Assets 
in Thousands of Dollars) 

Business of 


Under 

50- 

250- 

750 - 

5,000 

Borrower 


50 

250 

750 

5,000 

and Over 

Retail trade 

28.1 

30.1 

19.9 

20.5 

18.2 

45.9 

Wholesale trade . . 

9.3 

12.9 

9.0 

6.5 

6.4 

12.2 

Manufacturing and 
mining I 

41.9 

24.1 

15.8 

17.2 

26.8 

57.6 

Public utilities ... 

77.9 ! 

51.4 

41.3 

52.5 

63.9 

86.8 

Services 

47.7 

43.8 

37.7 

33.3 

50.8 

77.5 

Construction 1 

12.8 I 

18.6 

16.6 

10.4 

4.3 

5.3 

Sales finance 

9.0 

11.1 

3.8 

6.8 

8.7 

10.2 

All other 

29.9 

1 

31.4 

26.9 

23.9 

24,0 

48.6 

All borrowers .... 

34.4 

28.8 

17.9 

1 

16.3 

21.9 

51.2 


* ‘‘Business Loans of Member Banks/’ Federal Reserve Bulletin, March 1947. 


Larger term loans have frequently been made for the purpose 
of retiring old bond issues bearing higher rates of interest. It has 
been estimated that about one-half of the term loans for Lhe iggo’s 
were made for this purpose. Some of the larger term loans have 
involved splitting among a number of banks, an option to extend 
the maturity date by as much as eight years, and provision for a 
credit line that permits the borrower to vary the amount of the 
loan by paying a small fee for the privilege of having the unused 
part of the credit kept open. 

It should be recognized that the making of capital or term loans 
by commercial banks involves risks that are somewhat greater 
than those on loans made for shorter periods. To facilitate the 
repayment out of earnings, it is well for such loans to mature 
serially. Further, special protection is needed for the lender. 
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This may take the form of warehouse receipts issued against the 
inventory of the borrower, mortages on plant and equipment, and 
special agreements not to mortgage or pledge any assets during the 
life of the loan and to maintain a minimum current ratio. The 
borrower should have a depression record of earnings sufficient to 
pay the interest and serial maturities. 

Secured business loans. As we saw earlier in our discussion, 
many bank loans are made without security. Especially is this 
true of loans to business borrowers. Nevertheless, a very substan- 
tial fraction of business loans are made on some form of security. 
The relative importance of secured and unsecured loans made to 
business by member banks may be seen in Table 8. 

TABLE 8 

Secured Loans As a Proportion of All Business Loans of Member Banks * 

(November 20, 1946) 


All business loans $13,237,000,000 

Secured business loans 5,799,000,000 

Percentage of secured loans to total loans 43.8 

Total number of business loans 671,000 

Number of secured business loans 410,000 

Percentage of number of secured loans 

to total loans 61.1 


* “Security Pledged on Member Bank Loans to Business,” Federal Reserve Bulle- 
tin , June 1947. 

It is evident that unsecured loans to business exceeded secured 
loans in dollar volume by a substantial margin, yet over 60 per 
cent of the total number of business loans are secured. The ex- 
planation, of course, lies in the fact that large borrowers generally 
enjoy sufficient credit to be able to borrow without security. 
Being large, though relatively fewer, such borrowers account for a 
larger part of the total business loans. Smaller borrowers with 
weaker credit standing borrow less in the aggregate but account 
for the larger number of loans that are classified as secured. 

The various types of security offered and the relative importance 
of each may be seen by examining Table 9. 

It will be noted that the most important single type of collateral 
offered by businessmen was inventories or commodity collateral. 
This accounted for over 20 per cent of the total secured loans. 
Second in importance was collateral consisting of stocks, bonds, 
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and mortgages owned by the borrowers and assigned as security. 
This class of collateral amounted to 18 per cent of the total. The 
third mosL important security was liens on plant or other real 

TABLE 9 

Business Loans of Member Banks, November 20, 1946, 

By Type of Security * 


Major Type of Security 

Amount of Loans 
(in Millions) 

Percentage Ratio 
to Total Secured 
Loans 

Endorsed and comaker 

$ 706 

12.2 

Inventories 

1,195 

20.6 

Bonded warehouse receipts 

420 

7.2 

Eield warehouse receipts 

62 

1.1 

Other warehouse receipts 

458 

7.9 

Other inventories 

255 

4.4 

Equipment 

706 

12.2 

Assignment of title on 

102 

1.8 

Chattel mortgage on 

604 

10.4 

Plant and other real estate 

948 

16.3 

Stocks, bonds, and mortgages 

1,075 

18.5 

U.S. Government securities 

368 

6.3 

Other bonds 

90 

1,6 

Listed stocks 

297 

5.1 

Unlisted stocks ' 

190 

3.3 

Assignment of mortgages on prop- 
erty not owned by borrower . . . 

130 

2.2 

Accounts receivable 

190 

3.3 

Life insurance 

148 

2.6 

Oil runs 

191 

3.3 

Assignment of claims 

314 

5.4 

Against the Government 

21 

0.2 

Against others 

274 

4.7 

Savings accounts 

19 

0.3 

Government participation or 

guarantee 

119 

2.1 

Other security 

212 

3.7 


* “Security Pledged on. Member Bank Loans to Business/’ Federal Reserve Bulle- 
tin, June 1947 . 



BANK LOANS TO BUSINESS 171 

estate. Fourth in importance was liens on equipment or assign- 
ment of title to equipment amounting to 12 per cent of all secured 
loans. Of equal importance was security based upon endorse- 
ment or comakers (sometimes known as accommodation paper). 

Loans on Commodity Collateral 

Basic commodities used as collateral Although commodity 
collateral generally consists of warehouse receipts, bills of lading, 
or trust receipts, the underlying commodities are of great variety. 
Originally they included only such staples as grain, cotton, wool, 
and meat produce, which were easily graded and stored. With the 
modern improvements in the art of cold storage, a vast array of 
commodities can be stored, and the warehouse receipts against 
them may appear as collateral for bank loans. We now have grain 
in elevators, whiskey, tobacco, silks, tea, cotton, butter, eggs, fruits 
of all kinds, raisins, nuts, vegetables, fish, wool, carpets, and 
rugs, to mention a few of the types used . 2 To make the use of 
warehouse receipts more available to manufacturers and other 
businessmen who are unable to put their staple raw materials in 
storage in some bonded warehouse located elsewhere than the bo: 
rower’s place of business, public warehousemen are now employ 
ing field or branch warehouses at the plant of the manufacturer 
Complete custody of commodities used for collateral for loans 1 . 
given to these branch warehouses . 3 

Problems of commodity collateral. Like loans secured by stocks 
and bonds, commodity collateral loans present the problems of 
marketability and value. If the underlying commodities are 
regularly traded in on organized exchanges, there is the advan- 
tage of assured marketability as well as opportunity to keep close 
check upon changes in market value. But many commodities on 
which warehouse receipts are issued and offered as collateral for 
banks are not dealt in on regular exchanges. Their marketability 
depends, often, upon a relatively narrow range of buyers. Under 
such circumstances, the lending banker must rely not only upon 
a wide margin of collateral but also upon the borrower’s general 
credit standing and the probability that the collateral will in due 


2 Phillips, Chester A., Bank Credit , New York, The Macmillan Co., 1920, p. 227. 

a Gibson, A, T., "Warehouse Receipts,” American Bankers Association Journal, 
October 1932, Vol. 25, p. 27. See also "Field Warehouse Receipts/’ Federal Re- 
serve Bulletin , June 1937, pp, 513-521, 
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time be turned into income. Although not so satisfactory as a 
loan on more staple articles, loans on the less marketable forms of 
commodity collateral have an obvious advantage over unsecured 
loans in that they give the lender a prior claim on certain specific 
valuable assets in case of bankruptcy. Collateral notes of all kinds 
ordinarily contain a power of sale in case of default or bankruptcy. 
Loans on warehouse receipts are preferable to loans on chattel 
mortgages because of the greater convenience and lack of legal 
procedure involved in realizing on the collateral. 

Bills of lading . The three basic types of documents that bank- 
ers receive as security for loans are (1) bills of lading; (2) ware- 
house receipts; and (3) trust receipts. Bills of lading are of two 
sorts. The so-called straight bill of lading calls for the delivery 
of goods by the carrier to a designated consignee. When goods 
are shipped under a straight bill of lading, the carrier discharges 
its obligation by delivery to the consignee, and may properly do 
so regardless of whether or not the consignee has the bill of lading. 
This type of bill of lading, therefore, is valueless as security for 
loans, since its possession by the bank does not carry with it the 
right to take possession of the goods from the carrier. The order 
or negotiable bill of lading, however, is a document of title upon 
which a bank may safely lend, for such a bill, propeiiy indorsed, 
gives the holder the right to take possession of the goods. 

The value of a bill of lading as collateral for loans is, of course, 
dependent upon the value of the commodity in shipment. There 
is the risk that the “shipper’s count,” relied on by the carrier, may 
be inflated or that the goods may be of inferior quality. Finally, 
there is the possibility that the shipper’s title to the goods may be 
defective or that the individual pledging the bill of lading may 
not have title to it. The latter problem is simplified somewhat by 
the provisions of the Federal law which provides that order bills 
of lading arising in interstate commerce may be negotiated by any 
person having possession, however acquired, if the goods are de- 
liverable to the order of that person or if the bill of lading has been 
indorsed in blank. 

Warehouse receipts , A negotiable warehouse receipt issued by 
a responsible, bonded warehouseman may provide high-class se- 
curity for bank loans. The safety of such loans cannot be left to 
chance but requires that the lender assure himself on the following 
points; 
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1. Suitability of the warehouse or storage facilities. 

2. Responsibility and competency of the warehouseman. 

3. Infoimation contained in the receipt that provides an honest, 
impartial, and comprehensive description of the commodity. 

4. Terms of the warehouse receipt such as to safeguard the 
lender. 

5. Bonded responsibility behind the receipt, with the bond in 
such form that it can be realized on by the holder of the receipt. 

6. Bona fide relationship of bailor and bailee existing be- 
tween the storer and the warehouseman under which the latter 
and his representatives or his local custodians are completely and 
wholly independent of the storer. This last point is especially 
important in the case of field wai'ehousing. 

To improve the quality and security of warehouse receipts and 
to clarify and standardize their use, the Uniform Warehouse Re- 
ceipts Act has been adopted by 46 states, 4 and the United States 
Warehouse Receipts Act has been enacted by the Federal Govern- 
ment. To insure honest grading and financial responsibility on 
the part of warehousemen of agricultural products, the Secretary 
of Agriculture may license warehousemen of agricultural products 
and require that they be satisfactorily bonded to the United States 
Government. Any person injured by the default of the ware- 
houseman may sue in his own name on the bond. To improve 
the protection afforded to holders of warehouse receipts, the Uni- 
form Warehouse Receipts Act provides that the validity of the 
negotiation of a warehouse receipt shall noL be impaired by the 
fact that (1) it was a breach of duty on the part of the person mak- 
ing the negotiation; or (2) the owner of the receipt was induced 
by fraud, mistake, or duress to entrust its possession to the person 
negotiating it, provided the buyer acted in good faith. Further- 
more, although holders of warehouse receipts are subject to all 
previously recorded liens and have no recourse in such a case 
against the warehouseman who issues the receipt in good faith, 
the Warehouse Receipts Act provides that the depositor of the 
goods subject to a lien, negotiating the warehouse receipt for value 
with intent to deceive and without disclosing the lien, is punish- 
able by fine and imprisonment. 

A relatively important development occurred during the 
1930’s in the form of field warehousing. 5 Field warehousing dif- 

4 An Introduction to Field Warehousing, 1941, Bank Management Commission, 
American. Bankers Association. 

5 Cf, An Introduction to Field Warehousing, 1941, American Bankers Association, 
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Levs from ordinary warehousing in that it involves the use oi the 
warehouses belonging to the borrower instead of those belonging 
to an independent warehouseman. In order that warehouse re- 
ceipts issued against goods stored in the borrower’s own warehouse 
may be of use as collateral for a loan by the bank, it is necessary 
that the warehouse be completely removed from the custody of 
the borrower and be transferred to the custody of an independent 
warehouseman. To accomplish this, the warehouse in which the 
goods are stored is leased by the independent warehouseman, who 
takes over sole possession and places conspicuous notices on the 
warehouse to notify the public that goods contained therein are 
subject to warehouse receipts which are probably pledged. To 
be acceptable collateral, the receipts must be issued by a clearly 
independent individual or firm regularly engaged in warehousing. 
It is the general practice for field warehousing companies to hire 
one or more persons employed by the storer to act as custodians 
The best arrangement is one in which the custodian is wholly em- 
ployed by the warehouseman, although instances occur where the 
warehouseman pays only part of the custodian’s wages. 

Field warehousing offers decided advantages to both borrowers 
and lenders. In many lines, borrowers’ only commodity collateral 
comprises inventory which cannot conveniently be placed in a 
public warehouse. The field warehouse plan, properly executed, 
enables such borrowers to offer banks collateral which otherwise 
would be unavailable. Not only is the borrower’s credit position 
somewhat enhanced, but also the bankers obtain the benefit of a 
better loan outlet. The growth of field warehousing has done 
much to expand the iase of commodity collateral for bank loans. 
Such widely different commodities as apples, automobiles, beer 
(in vats), brass, paper boxes, peanuts, railroad ties, rubber tires, tin 
plate, and washing machines, to name but a few, have been used 
as the basis for loans on field warehouse receipts. Raw materials 
and finished products only are favored for field warehousing. 
Difficulties in maintaining proper control over goods in process 
make their use unsatisfactory. 

Trust receipt . Finally, there is the trust receipt, a document 
frequently used to protect the bank when it becomes necessary to 
release the goods called for by the warehouse receipt or bill of 
lading in order that the borrower may utilize or dispose of them. 
At such a time, the borrower signs a, "trust receipt,” which 
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acknowledges the receipt of the goods and states the use to be 
made of them. The borrower agrees to hold the goods in irust 
for the bank and on their disposal to deliver the proceeds to the 
bank. As far as the borrower is concerned, the trust receipt is an 
effective instrument for the protection of the banker. The courts 
have no difficulty in finding* that, as between the two, the banker 
is entitled to possession of either the goods or the proceeds. Any 
action of the debtor in violation of his agreement in the trust re- 
ceipt would make him liable to the banker as well as answerable 
to the state for misapplication of funds. However, in case the 
debtor has disposed of the goods and at the same time is insolvent, 
the banker cannot retake the goods from an innocent buyer. 

Other Collateral for Business Loans 

Stocks, bonds , and assigned mortgages . Almost as important as 
commodity collateral is that comprising securities. The advan- 
tages of such collateral are several. If the securities are highly 
marketable, the bank has something that can be readily sold to 
satisfy the debt in case of default. Even when not readily mar- 
ketable on organized exchanges, securities pledged on the loan give 
the banker definite protection by giving him prior claim against 
valuable assets. The borrower benefits by being able to borrow 
more than he otherwise might be allowed to. Not only does the 
security improve his credit position, but also the size of the loan 
may be increased if the bank has a small capital and surplus. Na- 
tional banks, for instance, can lend not more than 10 per cent of 
their capital and surplus to any one borrower unless certain col- 
lateral requirements are met. If the borrower offers collateral of 
U.S. Government obligations, for example, the individual loan 
limit becomes 25 per cent. 

It should be remembered that the margin requirements placed 
on loans made for the carrying securities do not apply to business 
loans secured by stocks and bonds. The reason is of course easy 
to see, since the banks need require no collateral at all. Margin 
requirements are designed to hold in check speculation in stocks 
on borrowed money. 

Assignment of title and chattel mortgages on equipment . Many 
small companies are able to give necessary security for loans to 
purchase equipment by assigning the title or by giving a chattel 
mortgage to the lending bank. Similarly, they may offer mort- 
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gage liens on plant and other real estate. Such security is often 
used to protect the bank making term loans. 

Accounts receivable . Before the depression of the i93o’s, 
banks did not often venture into the field of lending on borrowers’ 
accounts receivable. The depression years so impaired the credit 
standing of some small and medium-sized firms that they were 
compelled, in the absence of better collateral, to offer to assign 
their accounts as a basis for loans. In general, banks have not 
favored lending on the assignment of accounts receivable because 
of the added expense and trouble involved. Nevertheless, seek- 
ing for profitable loan outlets, the banks have gradually moved 
into this field that previously was the special province of the fi- 
nance companies and discount houses. 

In financing on receivables, banks advance cash to the borrowers 
in amounts up to 70 to 90 per cent of the face amount of the 
assigned accounts. Generally the debtors whose accounts are 
assigned are not notified and consequently the banks must rely on 
the agreement of the borrowing firm to turn over the daily check 
receipts received in payment of the accounts. The banks reserve 
their right of recourse against the borrower for ultimate payment 
Interest rates charged on such loans are usually higher than on 
loans secured by other forms of collateral. 8 

The Unsecured Business Loan 

A great number of business firms do not include in their inven- 
tory many, if any, commodities that can be put into independent 
warehouses and used as collateral. As a result, they are unable to 
offer commodity collateral as security for bank loans, yet normally 
such firms are not supplied with stocks and bonds for use as col- 
lateral. A large part of commercial loans, therefore, must be 
made without the pledge of any specific collateral. 

Trade paper . One type of unsecured loan takes the form of 
discounted or purchased trade paper owned by the borrower. 
Such paper consists of trade acceptances and promissory notes. 
By his indorsement the borrower assumes a contingent liability to 
pay the instrument on notice of dishonor by the primary obligor. 
Trade paper thus bears two signatures and is designated two-name 
paper. The discounting bank, therefore, gets the specific promise 

0 Cf. Saulnier, R J, and Jacoby, N. H., Accounts Receivable Financing , National 
Bureau of Economic Research, 1943. 
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o£ the buyer of goods, in addition to the indorsement of the seller- 
borrower. The selling and credit policies of American business 
are such that two-name paper of this kind is relatively scarce. Al- 
though at one time a common practice, the sale of goods on credit 
by Lhe use of notes receivable is now confined to the selling of 
such things as lumber, jewelry, pianos, plumbers’ supplies, and 
agricultural implements . 7 Likewise, the trade acceptance is used 
but little, most firms preferring for one reason or another to stick 
to the usual method of selling on open account. This has been 
true in spite of the efforts of the Federal Reserve Board to pro- 
mote its use by granting it a preferential rediscount rate during 
the early years of the Federal Reserve System. 

The trade acceptance , The use of the trade acceptance has 
been the subject of considerable debate. Its champions hold that 
its use would be of advantage to the buyers and sellers of mer- 
chandise as well as to the bank called upon to finance the transac- 
tions, A good account of the use of the trade acceptance is given 
by the Federal Reserve Bank of Richmond in its letter on “Trade 
Acceptances,” a quotation from which is given below . 8 

Before passing to the consideration of the advantages and dis- 
advantages of the use of the trade acceptance which were urged 
in the campaign to which we have already referred, the student 
should have clearly in mind a picture of previous (and to a large 
extent present) practices in this country as contrasted with the 
proposed practice. 

When a manufacturer or wholesale dealer sells to a jobber or 
retail dealer, the goods are usually shipped on open bills of lad- 
ing, and the account of the buyer is charged on the books of the 
seller at the agreed prices, less the trade discount, if such a discount 
is allowed. At or about the time of the sale (or possibly the ship- 
ment) the seller sends to the buyer an itemized invoice of the 
goods, and upon this invoice is written or printed the terms of the 
sale. That is to say, the invoice shows the length of time in 
which the buyer has to pay and the cash discount which will be 
allowed by the seller if payment is made within a shorter time 
(frequently ten days). The claim remains an open account on the 
books of the seller until it falls due and is paid by the buyer, whose 
duty it is to remit at the maturity of the account, unless, of course, 
the buyer anticipates this maturity by remitting (less the cash dis- 
count) on or before the discount date named in the invoice. 

7 Phillips, op. cit.y p. 169. 

s Quoted with the permission of the Federal Reserve Bank of Richmond, from 
“Trade Acceptances,” Letter No. 11 , 1923, 
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If in the meantime the seller finds it necessary to borrow money 
with which to meet his obligations, he goes to his bank, presents 
a note for the amount he wishes to obtain, and borrows from the 
bank on the strength of his statement of assets and liabilities, in- 
cluding among his assets his customers' unpaid accounts (accounts 
receivable), which accounts are made up of sales some of which 
have matured ancl some of which have not. 

In case the trade acceptance plan is made use of, the sale and 
shipment will be made in exactly the same way. The invoice will 
be sent as usual to the purchaser, but with it would go a draft 
drawn on the purchaser by the seller dated on the day of sale (or 
the day of shipment) and payable one, two, three, or four months 
after date, according to the terms of the sale. The invoice could 
indicate the discount terms just as in the former case, but the 
purchaser would be requested to accept the draft by writing his 
name across the face of it and to return it to the seller, unless he 
should decide to take advantage of the cash discount terms and 
remit for the net amount of the bill within the time (frequently 
ten days) specified. In such a case he would of course destroy the 
draft or return it without acceptance to the seller. It is manifest 
that in this case the seller instead of having an open account 
against the purchaser would hold an accepted draft. It is also 
manifest that in going to his bank for a loan, he could give it one 
or more of these accepted drafts, instead of executing his own note 
for the amount he wished to borrow. It is also manifest that in 
discounting these acceptances (instead of the note of the seller), 
the bank would have the security of two names instead of one. 

It has been argued that bankers would find discounting trade 
acceptances more desirable than lending on single-name notes of 
borrowers. The reasons given include: (1) the second name (the 
acceptor’s) gives added security; (3) there is freedom from the 
danger that the borrower may assign or hypothecate his accounts 
receivable to some other lender; (3) the banker can judge the 
credit risks of the customer since discounting acceptances enables 
him to identify the customer’s buyers. 

On the other hand, bankers have been unimpressed by the al- 
leged advantages of the trade acceptance. Perhaps their opinion 
is influenced by the aversion that many buyers feel toward it. 
Having become accustomed to buying on open account they have 
resented and resisted attempts to introduce the use of the trade 
acceptance on the grounds that such attempts are a reflection on 
their credit position. Bankers, themselves, are not especially im- 
pressed by the advantages claimed, and often seem to prefer to 
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riiake a single loan to a borrower than to discount a miscellaneous 
assortment of acceptances. 

Single-name paper . Finally, there is the single-name unsecured 
note, which looms large among bank loans. The use of single- 
name paper arises from the American habit of making credit sales 
On open account with a heavy discount offered for cash. The 
heavy cash discount obtainable for payment within ten days fur- 
nishes an inducement to the buyer to pay cash, if it is at all possi- 
ble. If he possesses insufficient funds of his own, and his credit 
standing is sufficiently good, he will borrow on his unsecured note 
from his local banker. On the other hand, if the buyer is unable 
to pay cash but waits until the expiration of the full credit period 
to pay, the seller will obtain funds by borrowing at his bank on 
his unsecured notes. Thus, in either event, banks will be called 
upon to finance the transaction on single-name unsecured notes. 

In order that a banker may make unsecured loans safely, it is 
essential that he have complete and accurate information as to the 
borrower’s credit. The methods used in acquiring such informa- 
tion are varied. The small-town banker tends to rely upon his 
general acquaintance with the borrower’s affairs, supplemented 
by specific personal inquiries. Larger banks find it impossible to 
rely upon haphazard credit information and develop more or less 
elaborate credit departments whose function it is to gather and 
record credit information about customers and prospective bor- 
rowers . 0 The multiplicity of their borrowers, the greater diffi- 
culty of measuring the credit standing of complex and large-scale 
firms, the size of the accommodation required — all make necessary 
a more complete and orderly assemblage of information than could 
be had with less formal methods of collection. Moreover, large 
city banks are frequently called upon by their country correspond- 
ents to supply credit information about open-market borrowers . 10 

Borrowers * statements . Credit information of the more formal 
sort may be obtained from a variety of sources. There are avail- 
able for banks as w 7 ell as others the services of the well-known 
credit-rating agencies, such as Dun and Bradstreet. There is also 


0 Phillips states that the establishment of credit departments in banks began about 
1890. It was after 1900 that their use became common. Bank Credit , New York, 
The Macmillan Co., 1920, pp. 144-147. See also Prendergast, Wm. A., and Steiner, 
Win, H. } Credit and Us Uses , New York, D. Appleton-Century Co., 1931, p, 93. 

10 Phillips, op. cit p. 148. 
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the method of direct inquiry from the business houses that have 
dealings with the individual or firm whose credit standing is being 
examined. If the borrower has borrowed before at the bank, his 
record there is available. Finally, there is the direct inquiry from 
applicants for loans. Foremost in such an inquiry is a request for 
a statement of assets and liabilities (or balance sheet) and an in- 
come statement, preferably certified by a certified public account- 
ant. Supplementing these will be specific inquiries bearing on 
the borrower’s business affairs. 

The use of the borrower’s statement of assets and liabilities re- 
ceived impetus through the rise of credit departments . 11 Since 
unsecured commercial loans are made for a relatively short period 
of time, the banker is vitally concerned with the relation of the 
borrower’s current income to his liabilities. Only when his prob- 
able income shows a satisfactory margin over his liabilities, in- 
cluding the proposed loan, will the banker be justified in lending 
without security. A careful analysis of the borrower’s statements 
will give the desired information. The items of the balance sheet 
of most interest to the banker are the current assets and the cur- 
rent liabilities. « 


Current Assets 


Current Liabilities 


Cash 

Accounts and notes receivable 
Inventory, made up of: 

Raw materials 
Finished goods 
Goods in process 


Accounts payable 
Notes payable 

Accrued interest on long-time debt 
Any long-time debt nearing 
maturity 

Accrued expenses 


The ratio of current assets to current liabilities, called, for con- 
venience, the ‘‘current ratio,” should-show a satisfactory margin 
of assets over liabilities. What the margin should be in practice 
depends primarily upon the quality of the current assets and the 
degree of regularity of income and outgo. The quality of the 
current assets depends, among other things, upon the following 
conditions: 


x. The general state of business, whether normal or dangerously 
inflated. This has a direct bearing upon both the marketability 
of the inventory and the ability to collect the accounts receiv- 
able, 


illbid tf pp. 145-146. 
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2. The freshness of the accounts receivable. If any substantial 
proportion represent past-due, slow, and uncertain accounts, their 
value must be discounted. This may be discovered by comparing 
the volume of accounts receivable with the volume of sales during 
the normal credit period just preceding. Since some buyers take 
cash discounts, the accounts receivable should be less rather than 
more than the sales for the period. 

3. The marketability of the inventory. This is indicated by 
comparing the present rate of inventory turnover with (1) the 
past experience of the company; and (2) the experience of other 
firms of a similar type. Furthermore, the marketability is affected 
by the degree to which the product is a staple, subject to a con- 
tinuous demand. Not only will the banker rely upon an analysis 
of the borrower’s statements as a means of discovering the true 
worth of the assets, but he must also check carefully, insofar as 
possible, on the accuracy of the statements themselves. This may 
involve an audit of the borrower’s accounts either by certified pub- 
lic accountants or by representatives of the bank. 

Although the banker relies heavily upon the current ratio of the 
borrower in order to assure repayment of the loan when due, he 
cannot afford to disregard the question of the long-time solvency 
of the firm as evidenced by an adequate stockholders’ equity. 
This consideration may not appear so important in the case of 
short-time loans intended to tide the borrower over a seasonal 
peak. In such cases sufficient protection is afforded by the cur- 
rent assets. But the tendency among some borrowers continu- 
ously to obtain part of their working capital from banks alters the 
situation. In such instances the borrower relies upon his renew- 
ing the loan at maturity, or at best, cleaning up his loan at one 
bank by borrowing at another or in the open market. It is ob- 
vious that in such a case the question of the ultimate solvency of 
the borrower becomes a vital one, for upon it rests his ability either 
to pay the loan or to shift it to other banks. 

The line of credit , In the event that the customer wishes to 
borrow at intervals during any given season, it is frequently more 
convenient both for him and for the bank to make an analysis 
of his credit and to establish a maximum line of credit which the 
bank is willing to extend. Thereafter, so long as there is no 
material alteration in the borrower’s condition, he may borrow at 
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any time, without investigation, up to the amount of his credit 
line. The line of credit imposes no legal obligation upon the 
bank. It is merely an expression of willingness to lend up to a 
certain amount if the borrower’s credit standing is not impaired 
and if the bank is in a position to lend at the time when the cus- 
tomer wishes to borrow. Not only does the bank not assume any 
legal liability to lend, but the customer in no way obligates him- 
self to borrow any or all of the line extended to him. But the 
bank incurs a moral obligation to keep open the line if the cus- 
tomer carefully preserves his credit standing, and it could hardly 
afford to violate the confidence of a valuable customer. If neces- 
sary, it may rediscount or borrow funds required to care for the 
customer’s needs. Lines of credit are extended not only to busi- 
ness houses but to correspondent banks as well. Nonmember 
banks that experience heavy seasonal drains of cash frequently 
resort to their city correspondent for loans. These loans may be 
either secured or unsecured. 

Banks usually make two requirements of customers for whom 
they extend a credit line. First, the customer may be expected 
to clean up his loans at least once a year. This is designed to 
indicate that the borrower is obtaining funds to care for a sea- 
sonal peak in his business. After the need is past, he will pay off 
his loans. The bank’s loans are, therefore, self-liquidating in 
character. The continuous borrowers, however, can conform to 
this rule only by borrowing elsewhere in order to pay off the 
original lending bank. Although loans of this kind are not strictly 
self-liquidating merely because they are paid off, the bank has the 
advantage of compelling the borrower to subject his affairs peri- 
odically to the scrutiny of other bankers. 

A second requirement commonly made by commercial banks 
in extending a line of credit is that the customer shall maintain 
a certain fractional part of the line on deposit with the bank dur- 
ing the life of the credit. This rule is by* no means uniformly 
applied. It is more commonly insisted on in the larger money 
centers, but is a well-established principle among practical bank- 
ers, whether or not actually adhered to . 12 A variation of the same 
principle appears in the form of a requirement that a borrowing 


12 Phillips says that many city banks require borrowers to maintain average bal- 
ances equal to 20 per cent of the maximum credit extended, while country banks 
make no such requirement. Op. cit p. 42. 
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customer shall maintain a certain fraction of his total loans on 
deposit during the life of the loan. Still another variation is that 
any loans made may he only a certain multiple of the average 
deposit balances carried by the borrower during some preceding 
period. Some form of the average balance requirement is in com- 
mon use, particularly among metropolitan bankers. Nearly 85 
per cent of 206 commercial banks located in various clearing 
house cities reported the practice. They required from 10 to 20 
per cent of an unsecured loan and somewhat less for the secured. 13 

Bankers give several reasons for the ‘‘compensating balance” 
rule. The most frequent reason assigned is that, since a bank 
cannot lend without deposits, those desiring loans should be re- 
quired to be depositors also. To this general reason may be 
added the more specific ones that an adequate balance should be 
carried by the borrower: (1) to insure the liquidity of his own 
position and the safety of his business; (2) to reduce the risk to 
the bank of extending credit; and (3) to make the customer’s 
account profitable to the bank. Some bankers hold that the 
maintenance of an adequate balance gives the insurance of a supply 
of credit in times of need. Indeed, it appears that country banks 
expecting accommodation from their city correspondents care- 
fully maintain their balances with this in mind. 

Perhaps the best justification for the practice is that it seems 
to be profitable to the banks. No doubt it influences to some 
extent the size of deposit balances carried by customers who ex- 
pect to borrow from the bank. When applied in the form of 
limiting loans to some multiple of balances carried in the past, 
it puts pressure upon borrowers to maintain their deposits con- 
stantly at a larger figure than otherwise. This pressure gives the 
banker more loanable funds, other things being equal, than he 
would otherwise have. On the other hand, if the rule applied 
requires a borrower to keep an average deposit equal to 15 or 20 
per cent of the loan during its life, it tends to require him to bor- 
row more than he really needs. In either application of the rule, 
the customer may be required to carry an abnormally large bal- 
ance before or during the life of the loan. If so, it has the effect 

is Whipple, Howard, "The Average Balance Theory: Is it Justified?” American 
Bankers Association Journal, May, 1931, p. 902. Also, for a statement that most 
banks apply the 15 per cent or 20 per cent compensating balance rule, see Hand, 
John A„ "Compensating Balances Should Be Required,” Bankers Magazine, January, 

p. 43- 
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of increasing the cost of the loan. The compensating .balance, 
therefore, results in an overcharge on the part of the bank for the 
purpose of increasing the bank’s income. 14 

The rule has been severely criticized on the grounds that it is 
illogical, since it is blindly adhered to as a matter of habit, and 
unfair, since it is not consistently enforced against the stronger 
borrowers but falls most heavily on the small and weak who, be- 
cause of their inferior position, are dependent upon a single 
bank. 15 Naturally loans or investments made by a banker in the 
open market cannot give rise to any required balances. This 
is justified, however, on the grounds that such purchases and loans 
are made out of surplus funds at times when the bank is not in 
need of deposits. 16 * 


Conclusion 

As might be expected, commercial and industrial loans consti- 
tute the largest single category of loans of commercial banks. 
Such loans show a remarkable variety as to maturities, type of 
security, and purpose. They include short-term, unsecured loans 
to finance seasonal needs, and longer-term loans for the purchase 
of equipment and to provide other medium-term working capital. 

There remain for consideration the other types of loans that 
find their way into the portfolios of banks. These loans, and the 
legal regulations governing the lending activity of banks, consti- 
tute the subject matter for the next chapter. 

Questions for Study 

1. What constitutes a bank’s earning assets? 

2. What changes in the make-up of bank earning assets during the 
war years are shown by Chart 4? 

3. Examine Chart 5. Rate the different types of loans according to 
their relative quantitative importance. 

4. Distinguish between open market and customers’ loans. Which 
bear the lower rate of interest? Why? 


14 Ibid,, p. 938. Bradford believes that in practice borrowers carry deposits little, 
if any, larger than would normally be carried in the absence of the rule. See Brad* 
ford, Frederick A., Banking , 1932, first edition, pp. 254-256. Insofar as the practice 
increases the cost of loans, it enables banks to evade usury laws. 

15 Whipple, op. cit. 

16 Hand, op. cit. 
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5. Can you explain the traditional preference of commercial banks 
for short-term self-liquidating loans? 

6. Why did the practice of making 90 day renewable loans to provide 
longer-term working capital prove so unsatisfactory in the 1930’s? 

7. What are term loans? How is their mode of repayment different 
from that of self-liquidating loans? 

8. What types and sizes of industry and trade are most dependent 
upon term loans? 

g. What special problems of security arise in connection with term 
loans and how are they met? 

10, What are secured loans? About what fraction of money lent to 
business in 1946 was on secured loans? 

11. Examine Table 9 and rate the main types of security in order of 
quantitative importance. 

is. What are three main types of commodity collateral? 

13. What are the most important things to consider in lending on 
warehouse receipts? 

14. What, are a) field warehouses, b) bonded warehouses, c) straight 
and order bills of lading? 

15. Why are stocks and bonds used as collateral for business loans? 
How and why are accounts receivable assigned as collateral for 
bank loans? 

16. Distinguish between selling on open account and with the use of 
trade paper. 

17. How do banks judge the credit worthiness of a borrower without 
security? 

18. What is a line of credit? What requirements do banks often make 
when extending a line to a borrower? 
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Loans Other Than Commercial and Industrial 


Although commercial and industrial loans constitute the 
largest single class of bank loans, they amount to not quite one-half 
of the total loans of commercial banks. Loans other than those 
to business include loans to agriculture, loans for purchasing and 
carrying securities, loans on real estate, consumer loans, and loans 
not otherwise classified. Each of these is important in bank port- 
folios and deserves some attention. 

Other Types of Bank Loans 

Loans for financing trading in and carrying securities. Borrow- 
ers who use funds to finance trading in securities are of two types. 
There is first the investment banking house, which borrows from 
commercial banks on the collateral of securities owned by the bor 
rower and in the process of being distributed into investoi's’ hands. 
The amount of lending for such purposes varies with the location 
of the bank, the nature of its clientele, and the stale of the invest- 
ment market. The large city banker is called on for such loans 
if current security flotations exceed the capacity of the investment 
bankers’ own capital. The banks located outside of the financial 
centers have little, if any, loans of this kind. 

Second, there is the numerically much more important class of 
borrowers composed of brokers and speculators. The magnitude 
of brokers' loans during times of acute stock market speculation is 
shown by the fact that they were in excess of $9,000,000,000 in 
October 1929. 1 After the collapse of the stock market boom in 

1 “Operation of the National and Federal Reserve Banking Systems/' Hearings 
before a Subcommittee of the Committee on Banking and Currency, United States 
Senate, 72nd Cong., 1st sess,, S. Res. 71, p. 1021. 
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1929, loans of this type declined greatly. They did not revive 
again to comparable heights during the inflation following World 
War II because of the high margin requirements for such loans 
when based on registered stocks. 

During the war and immediately alter, security loans to finance 
the carrying of United States securities during bond selling drives 
rose to high levels for short periods. In December 1945, loans 
on United States obligations to brokers and dealers reached nearly 
$2,000,000,000 in addition to loans to others to finance carrying 
such securities amounting to $2,500,000,000. 

Properly margined loans to finance trading in securities reduce 
the problem of analyzing the borrower’s credit standing. Never- 
theless they present certain other problems. The collateral of- 
fered must be marketable and of a value sufficiently above the 
amount of the loan to assure the bank that it will not lose in a 
falling market. The collateral must be regularly and carefully 
scrutinized and any decline in the margin of market value of the 
securities over the face of the loan must be promptly made up. 
This task is assumed by the New York City banks when they make 
loans on the stock exchange for their country correspondents. 

It is customary for banks making security loans to draw up agree- 
ments with the borrowers designed to protect the lender from the 
consequences of a decline in the value of the collateral. Included 
in such agreements is the promise of the borrower to maintain a 
satisfactory margin of security. Failure to do so makes the loan 
due and payable at the bank’s option. Should the borrower de- 
fault either in maintaining adequate collateral or in repayment, 
the bank is authorized to dispose of the collateral and apply the 
proceeds to the debt. 

Under the authority of the Securities Exchange Act of 1934, the 
Board of Governors of the Federal Reserve System fixes the loan 
value for stocks that are registered on the national security ex- 
changes and offered as collateral for loans to finance the purchase 
or carrying of such stocks. Because this authority was given the 
Board to aid it in preventing excessive use of credit in security 
speculation, loan values have been set with an eye to preventing 
speculation in stocks from getting out of hand rather than to insure 
the safety of the loans. 

Consumer loans of commercial banks . For many years finance 
companies and small loan companies have successfully operated in 
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the field of consumer loans. Commercial banks, however, are late 
comers in the field. Before 1931, they made little effort to enter 
the field of consumer financing because of the risk, the stigma com- 
monly attached to that type of loan, and the extra trouble involved. 
Instead, they preferred to confine their lending to the larger com- 
mercial borrowers from whom there generally was an ample de- 
mand for loans. Only indirectly did the bankers assist in con- 
sumer financing through their loans to the finance companies* 

The depression of the 1930’s, with its sharp decline in the de- 
mand for commercial loans, caused bankers to seek other outlets 
for their funds. Consequently, they began to establish Personal 
Loan Departments and entered the field of consumer financing. 
Two main types of consumer financing present themselves: retail 
installment paper and personal loans of cash. In the past, the 
bulk of the retail installment paper was handled by the finance 
companies. These companies, operating on funds borrowed from 
the commercial banks, had unusual success in financing on an in- 
stallment basis the purchase of automobiles, trucks, tractors, house- 
hold appliances, furniture, clothing, and other consumers’ goods. 
The banker, looking at such profitable business financed largely 
with bank funds, gradually began to reach out into this area on 
his own account. His ventures into this field take the form both 
of purchasing installment paper from retailers and finance com- 
panies and making direct installment loans and single-payment 
loans to consumers. In addition, modernization loans made un- 
der Title I of the FHA are considered consumer loans. In 1946 
about 11,400 banks reported that they held some consumer in- 
stallment paper. However, about 75 per cent of the total amount 
of such paper was held by 900 banks, and over one-half of the 
total was in the hands of 195 banks. Consumer installment finan- 
cing appears, therefore, to be heavily concentrated in the hands of 
a rather small number of large banks located in urban centers and 
equipped with special departments to handle the business. 2 

The success with which the commercial banks have entered the 
field of consumer financing is shown by the fact that such loans 
amounted to over $7.2 billion, or about 14 per cent of all com- 
mercial bank loans at the end of 1949. They have been espe- 
cially successful in their invasion of the field of automobile retail 

2 Cf. Baird, Frieda, “Commercial Bank Activity in Consumer Instalment Finance/’ 
Federal Reserve Bulletin , March 1947. 
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credit* At the end of 1949, when the total outstanding amount 
of automobile installment credit was $3*1 billion, the commercial 
banks held such paper to the amount of $1.7 billion. The rela- 
tive importance of the several classes of consumer loans may be 
seen in Table 10. 

TABLE 10 

Consumer Loans of Commercial Banks 
November 30, 1949 * 


Retail automobile installment paper $1,759,000,000 

Other retail installment paper 871,000,000 

Repairs and modernization loans 774,000,000 

Personal installment cash loans 930,000,000 

Single-payment consumer loans 2,900,000,000 ** 


* From reports appearing in the Federal Reserve Bulletin , January, 1950. 

** The estimate for single payment consumer loans is inflated by the inclusion 
of pawnbrokers loans. Also a substantial fraction, perhaps as much fes one-half, of 
these loans to individuals are for business purposes rather than for consumption 
purposes. 


On the whole, bankers report a very favorable experience on 
their consumer loans. Losses have proved negligible and net re- 
turns on such loans, after allowance for departmental expenses, 
have averaged better than 4 per cent. For the country as a whole, 
average rates of interest charged appear to vary between 5 and 6 
per cent. 3 But, since interest is normally deducted in advance, 
or taken on a discount basis, the simple interest cost is actually 
much higher. In the case of direct personal loans this rate is often 
higher than the legal maximum allowed by state laws* To avoid 
the question of usury, banks have sometimes required borrowers 
to deposit installments in savings accounts rather than having the 
installments applied directly to the reduction of the loan. In 
some states the law governing usury has been modified to allow 
banks to charge as much as 12 per cent simple interest on con- 
sumer loans. In other states the legality of discounting install- 
ment loans at 6 per cent is at best doubtful. 

Agricultural loans of banks . Farmers need short-term credit to 
meet seasonal and irregular needs quite as much as do business 
firms. Normally they depend on trade credit and bank loans, 
although an additional and important source of funds exists in the 


3 Cf, Survey of Personal Loan Department Experience and Practice , Bulletin 74, 
Research Council of the American Bankers Association, 1938. 
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government sponsored and subsidized Production Credit System 
and in other government loans to agriculture. In actual practice, 
farmers depend heavily on banks to provide funds for their short- 
term capital requirements. The more progressive country bank- 
ers actively campaign to attract and hold high-grade agricultural 
loans and frequently employ specialists trained in agriculture to 
assist in setting up budgeted loans tailored to fit the farmers’ indi- 
vidual needs. 

Short-term bank credit to agriculture is extended either on an 
unsecured basis or on security consisting mainly of chattel mort- 
gages on crops, livestock, or other inventory. The relative im- 
portance of bank credit to agriculture is evidenced by the fact that 
in 1948, when the total outstanding short-term agricultural credit 
was $2.9 billion, the amount of such credit extended by banks was 
$1.9 billion. 

Real estate loans by banks. The mere fact that a borrower has 
given a real estate mortgage to secure a loan does not necessarily 
create a real estate loan. For example, a loan made to a business 
firm on a medium-term basis to provide working capital may be 
secured with a mortgage on the firm’s real estate. The loan, how- 
ever, is for business purposes and is not classed as a real estate loan. 
Real estate loans include loans made to finance the purchase of 
land, preferably improved, and to finance the construction of 
buildings or the making of other improvements upon the land. 
Real estate loans should be made on such a basis that the value 
of the real estate will sufficiently exceed the amount of the loan 
as to insure the repayment through liquidation and sale, should 
the borrower’s income prove inadequate to enable him to make 
payment. 

Real estate loans are reported by insured commercial banks 
under three categories. At the end of June 1949 the three classes 
of loans and the amount of each were as follows: 


Loans on farm land $ 878,000,000 

Loans on l'esidential property 8,059,000,000 

Other loans on real estate 1,954,000,000 


It is evident that the bulk of bank loans on real estate are made 
on urban rather than on farm properly. In only a few of the 
agricultural states are loans on farm land in excess of those on 
city property. 
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The popularity of city real estate as a basis for loans can be 
explained in no small measure by the concentration of a large 
volume of savings deposits in the larger towns and cities. The 
attractiveness of real estate loans, arising out of their favorable 
yields, is enhanced sometimes by the fees charged for investigating 
the security and making the loan. 

Are real estate loans appropriate for commercial banks? Banks 
have often been criticized for making loans on real estate. Such 
criticism arises partially from the fact that traditional banking 
theory, if not practice, holds that commercial banks with demand 
liabilities should make only short-time self-liquidating loans for 
commercial purposes. More significant than this theory to prac- 
tical bankers, however, is the unfortunate experience that bankers 
have sometimes had with such loans. During the years preceding 
the bank holiday of 1933, the collapse of many city banks disclosed 
that they were often heavily loaded with loans on real estate, 
which were not only unliquid but to a considerable degree with- 
out value. Added to this is the experience of rural banks whose 
holdings of farm mortgages proved troublesome during the years 
of the depression. It is small wonder that real estate loans have 
been so roundly criticized. 

What, then, are the characteristics of real estate loans? Are 
they necessarily undesirable and unsafe for banks to make? First, 
it must be recognized that real estate loans axe essentially unliquid. 
In spite of the activity of the Federal National Mortgage Associa- 
tion, the possibility of disposing of mortgages is uncertain and the 
banker must consider such loans a fixed part of his portfolio. He 
must seek for liquidity elsewhere. 

Second, real estate loans in the past frequently had no provision 
for regular amortization of the principal within the life of the loan. 
In consequence, the principal of a five-year loan, the maximum 
legal length for a national bank real estate loan before 1935, was 
very likely to be largely unpaid at maturity, and the borrower was 
dependent on a renewal. This was easy to arrange in times of 
confidence and easy money, but when bankers became pessimistic 
and money was tight, renewals proved difficult. The borrower 
was thus given inadequate protection. The best interests of both 
the banker and the borrower are served by a loan policy that 
provides for real estate loans arranged as to length and amortiza- 
tion of principal so that they are extinguished when due. This 
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practice should be coupled with a policy of making such loans in 
the light of the basic inactive part of the bank's deposits. A prop- 
erly operating amortization plan, in addition to being of great 
benefit to the borrower, introduces a small but certain element of 
liquidity to the real estate loan portfolio. In recognition of the 
advantages of amortization, national banks, since 1935, have been 
allowed to lend for periods of up to 10 years and in amounts of 
up to 60 per cent of the appraised value of improved property, if 
provision is made for the amortization of at least 40 per cent of 
the principal by the maturity date. Furthermore all banks are 
allowed to make FHA insured mortgage loans on an amortized 
basis. 

Third, because loans on real estate are normally used to finance 
the purchase of land and the building of improvements, they are 
necessarily of remote maturity. This fact inevitably accentuates 
the problem of the basic security. Obviously, more changes can 
take place to affect the marketability of goods and services in five 
or ten years than can occur in six months. The demand for a cer- 
tain commodity may disappear; a city, town, or a given subdivision 
may decline because of broad economic changes or purely local 
developments; or a sharp increase in local property taxes may re- 
duce income. Here is the real problem of real estate loans. To 
avoid loss, enough care and foresight must be exercised when the 
loan is made to offset the possible effects of time. The real estate 
loan, if carefully and intelligently made with an ample margin 
of security, can be a valuable part of the bank’s portfolio. But 
to be successful, the lender must measure long-time trends of in- 
dustries and localities to a greater degree than must the short- 
time lender. It is insufficient to lay down a rule of 50 per cent of 
the appraised value of the property unless the appraisal goes be- 
yond the temporary conditions existing at the moment when the 
loan is made and accurately takes account of the trend. It is little 
wonder that real estate loans have come to grief so frequently when 
made during times of real estate boom, with an eye only to the 
immediate fees and profits available. That real estate loans can 
be both safe and profitable is shown by the experience of the 
mutual savings banks. In 1932, 65 per cent of the loans and in- 
vestments of the mutual savings banks of the state of New York 
were loans on real estate; 4 yet no savings banks failed in that state 
between 1911 and 1933. 

4 Annual Report of the Comptroller of the Currency , 1933, pp. 534-536. 
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Legal Regulation Affecting Bank Loans 

Because competition among banks and the self-interest among 
bankers cannot be relied on to insure safe lending policies among 
banks, the legislatures of the various states, as well as Congress, 
have provided regulations governing bank loans. There are sev- 
eral reasons for this. First, excessive competition has caused the 
banker to pay high rates of interest on deposits, which in turn 
stimulate the making of dangerous but high-interest-bearing loans 
and investments. Second, our unit banking system has brought 
more personal contact between customer and banker than is likely 
to exist in the larger and more impersonally managed branch 
banks of other countries. Hence there is greater danger of grant- 
ing personal favors to friends, whether warranted or not. Third, 
our American banking traditions and methods have developed 
along the lines of American business. The banker is a business- 
man, and as such normally sees no reason why the funds of the 
bank should not be at his disposal. In other words, no well-de- 
fined professional attitude exists among American bankers. 

For various reasons, then, it has seemed necessary to attempt 
control from the outside. The effort is frequently of little effect 
because of evasion, and because to some extent control has been 
misguided. It is next to impossible to supervise the banks in 
such a manner as to prevent violations of the law, as is evidenced 
by the not infrequent discovery of violations that have been going 
on for years before bank failures. Moreover, when violations are 
discovered, the examiners and supervisory authorities sometimes 
fail to take adequate and prompt measures to terminate them. 
Yet, it must be said that the great majority of bankers attempt to 
obey the law and that the legal regulations seriously influence the 
make-up of bank portfolios. 

Limits on loans to one borrower . Perhaps the most common 
form of regulation of bank loans deals with the size of loans 
which a bank is permitted to make to any one borrower. The 
purpose of such regulation is in part, at least, to insure some 
degree of diversification among the bank’s loans. When enforced, 
it tends to give diversification as to individual borrowers, although 
it quite obviously fails to insure diversification among industries 
or territories, which is of almost equal importance. Further, it is 
sometimes said that the rules limiting the size of individual loans 
are designed to insure that the lending capacity of banks is not 
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monopolized by a few borrowers but is made available for the 
community at large. Whatever the purpose behind such regula- 
tions, they are univex^sally found in American banking laws. 

The limitations placed upon the loans of banks to one indi- 
vidual or firm may best be illustrated by the National Banking 
Act. 5 A national bank may lend to any one borrower (includ- 
ing, in the case of partnerships, the obligations of any partner, 
and in the case of corporations, all subsidiaries in which the cor- 
poration has a controlling interest) not more than 10 per cent of 
its capital and surplus. To this limitation there have been 
grafted exceptions which ease the burden of the 10 per cent rule. 
Excepted altogether from its operation are: (1) obligations in the 
form of drafts and bills of exchange drawn against actually exist- 
ing values; (2) acceptances of member banks; (3) obligations 
arising from indorsement and discount of commercial paper owned 
by the person concerned; and (4) obligations representing loans 
to banks or receivers or conservators of banks when approved by 
the comptroller. Partial exceptions are made in the case of: 
(1) obligations arising fcom the indorsement and negotiation of 
noncommercial paper owned by the person negotiating it, for 
which the limitation is 15 per cent of the bank’s capital and sur- 
plus, in addition to the 10 per cent; (2) obligations secured by 
United States obligations or those guai~anteed by the United 
States, for which the limitation is 15 per cent in addition to the 
10 per cent; (3) obligations secui*ed by livestock worth 115 per 
cent of the loan, on which the limit is 15 per cent, in addition to 
the 10 per cent; and (4) obligations secured by documents of title 
to readily marketable, nonperishable staples, for which the limit 
is an additional 15 per cent above the 10 per cent, provided the 
market value of the staples is not less than 1 1 5 per cent of the loan. 
But the limit is expanded by 5 per cent of the bank’s capital and 
surplus for each 5 per cent additional margin of collateral, up to 
a maximum of loans amounting to 50 per cent of the bank’s capital 
and surplus if the collateral is worth 140 per cent of the face of 
the loan. 

The exceptions that have been grafted on to the original rule 
in large measure constitute concessions to the national banks in 
order that they might more easily meet the competition of state 


5 Revised Statutes , Section 5200. 
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banks, for which the rules are generally more lenient. The whole 
rule has been criticized as cumbersome and unsatisfactory. It 
reduces the ability of the smaller banks to attract and keep the 
loan accounts of the commercial and industrial concerns that are 
unable to obtain adequate credit accommodation under the 10 
per cent rule applying to all straight single-name commercial paper 
loans. These better borrowers in many smaller cities are com- 
pelled to resort to the open market for commercial paper or to the 
larger banks in the financial centers. Thus many banks are de- 
prived of their best possible borrowers by the rule. To offset this 
limitation, they must either buy commercial paper at low rates in 
the open market, if available, or lend to less desirable borrowers 
of the community. It seems certain that diversification and safety 
of loans might be insured more successfully by modification of the 
rule, particularly as it applies to unsecured paper. Not only has 
this rule tended to deprive smaller bankers of some of their best 
borrowers, but also it has had some influence in the promotion 
of mergers of banks in order to facilitate the accommodation of 
the large borrowers. 

Loans on a bank's own stock. National banks, like state banks, 
are prohibited from making loans on the security of their own 
shares of stock. Were this not the rule, there would be the con- 
stant danger that stockholders might borrow from the bank the 
equity they are supposed to have contributed for the protection 
of the depositors. Such a result would be similar to the effects 
of the common practice in the days of early banking when stock- 
holders paid for their stock subscription with their promissory 
notes. 

Loans to executive officers and affiliate and security loans . New 
regulations on the loans of member banks were incorporated into 
the Federal Reserve Act by the amendments of 1933, 1935, and 
2 939 * 

These are; 

(1) No executive officer of any member bank shall borrow from 
any member bank of which he is an executive officer more than 
$5,500 and then only upon the approval of a majority vote of all 
the directors. However, loans by member banks to executive 
officers in force June 16, 1933, could be renewed where necessary 
until 1944. Lending to a ‘partnership in which one or more exec- 
utive officers of a bank hold a controlling interest is under this 
limitation. Moreover, if an executive officer of a member bank 
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borrows from any other bank, he is required to make a written 
report of such borrowings to the chairman of the board of direc- 
tors of his own bank stating the date, the amount, the security for 
and the purposes of the loan. 

(2) Member banks are forbidden to advance funds to any one 
affiliated company, either by making loans, purchasing stocks or 
bonds, or lending on collateral security of the stocks or bonds of 
such affiliate, to an amount greater than 10 per cent of the bank's 
capital and surplus. Total advances to all affiliates is limited to 
20 per cent of its capital and surplus. 

(3) The Board of Governors of the Federal Reserve System, 
upon affirmative vote of at least six members, may lix for each Fed- 
eral Reserve district the percentage of individual member bank 
capital and surplus which may be represented by loans secured 
by stocks and bonds. Such a percentage shall be subject to change 
from time to time on ten days' notice and shall be established with 
a “view to preventing the undue use of bank loans for the specu- 
lative carrying of securities." The Board of Governors has an 
enforcement weapon in the power to suspend all rediscount privi- 
leges at the Federal Reserve Banks for offending member banks 
that violate its orders. 

Classification of loans by examiners. In 1938 the Secretary of 
the Treasury initiated conferences between the representatives of 
the FDIC, the Comptroller of the Currency, and the Board of 
Governors of the Federal Reserve System to review, improve, and 
co-ordinate the supervisory activities of these agencies in the in- 
terest of broadening the bank credit opportunities of the small 
and middle-sized business firms. As a result, new uniform prac- 
tices were agreed upon in respect to the classification of bank 
loans. 6 The old classification contained three groups of loans 
which were subject to varying degrees of criticism: slow, doubtful, 
and loss. The classification “slow" was especially unsatisfactory, 
for no general agreement existed as to its real meaning in spite of 
its connotation of substandard assets. Examiners tended to in- 
clude under this classification both loans on which the borrower 
had been forced to ask for renewals and sound loans made with 
original maturities of more than the conventional 90 days. 7 This 
old classification of loans was therefore replaced by a new one. 
The present practice calls for a classification of a bank’s loans into 
four groups. First are the loans whose repayment appears assured 


0 Federal Reserve Bulletin, July 1938, p. 563. 

? Cf. Annual Report of the Federal Deposit Insurance Corporation , 1938, p. 72. 
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regardless of maturity, and which therefore are free from criti- 
cism. Second are substandard loans involving a substantial and 
unreasonable degree of risk. Because of the possibility of future 
loss such loans require careful attention. Third are loans whose 
collection is considered doubtful . Fifty per cent of such loans must 
be written off in calculating the bank's net sound capital. Finally, 
loans considered uncollectible must be charged off entirely. 8 

This new method of classification constitutes a recognition of 
actual practices of banks in making loans that are not actually 
short-maturing and self-liquidating in nature. It has the great 
advantage of allowing banks to lend for terms corresponding to 
the borrowers’ actual needs rather than to pretend to maintain a 
false liquidity based upon loans for short terms that must be re- 
newed. It has, therefore, contributed to the development of the 
use of “term loans” described earlier. 

These legal regulations, governing the loan activities of banks 
are supplemented by numerous administrative regulations. The 
responsibility for enforcement rests upon the bank examiners and 
the supervisory authorities under whose direction they work. 
These regulations sometimes appear excessively severe and at other 
times too lax. And, even though compliance by bankers is some- 
times less than perfect, one cannot doubt that banking practices 
and bank development have been profoundly influenced by the 
controls imposed upon them. 

Questions for Study 

1. What borrowers carry and purchase securities on loans secured 
by stocks and bonds? 

2. To what loans do the margin requirements set by the Board of 
Governors apply? 

3. Examine Table 10. Why do the figures given for single payment 
consumer loans probably exaggerate the facts? 

4. Explain why cash installment loans may sometimes conflict with 
the state usury laws. 

5. What is the difference between agricultural loans and real estate 
loans? 

6. What special care is needed in making real estate loans? 

7. Why are real estate loans now better for both the banker and the 
borrower than they were 30 years ago? 

8 Federal Reserve Bulletin , July 1949, pp. 776-777. 
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8. Why does the law set limits to the size of loans to one borrower? 
What in general are the exceptions which have been made to ease 
the restraint o£ this rule? 

9. Why is it not permissible for banks to lend on the security of their 
own stock? Why is it desirable to limit sharply the loans of a bank 
to its own executive officers? 

10. What is the present classification of loans used by examiners? 
How did the adoption of this classification help establish the prac- 
tice of making term loans? 
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F INANCING THE SHORT-TERM NEEDS OF BUSINESS AND AGRICULTURE 

has been the traditional function of commercial banks. As we 
saw in Chapter 12, however, banks have in fact departed consider- 
ably from the traditional path by making loans to speculators and 
dealers in securities, to consumers, and on real estate. But the 
purchase of long-term business securities for investment purposes 
has never acquired the magnitude or importance of bank loans, 
I11 general, the purchase of securities is not looked on as a primary 
banking function but rather is relied on mainly to fill gaps in the 
portfolio left by a slackening demand for loans. During the 
depression years of the ig30*s, banks expanded their investments 
greatly. But the expansion was in holdings of government obliga- 
tions rather than in bonds of private corporations. 

During the war period, 1942-1945, the Treasury relied upon 
the banks to fill the gap between its needs and the funds provided 
by taxation and the sale of securities to savers. Consequently, 
armed with ample reserve cash provided by the Federal Reserve 
Banks, the commercial banks purchased about $68 billions of U.S. 
Treasury obligations and created, in so doing, a substantial quan- 
tity of checking account money. 

Securities Bought by Banks 

An examination of Chart 4 on page 163, Chapter 1 1, reveals the 
overwhelming importance of government obligations among the 
investments of banks. This predominance of U.S. Government 
obligations is most significant. Not only do they far outshadow 
the other types of bank security investments, but they are greater 
than all other earning assets combined. 

*99 
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The great increase of U.S. obligations calls for special comment. 
First, the present-day supply of checking account currency has to 
a great extent resulted from commercial bank purchases of these 
securities. In other words, the banks have “coined up” a large 
quantity of the public debt into money and from this action 
stemmed the inflationary problem of the postwar period. Second, 
a glance at Chart 6 discloses that most government obligations held 
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Chart 6. Maturity of Distribution of United States Government Obligations 
Held by Insured Commercial Banks, 1941-1948. Source: Assets and Liabilities , 
June 30, 1948, Operating Insured Commercial and Mutual Savings Banks, Federal 
Deposit Insurance Corporation. 


by banks have maturities of ten years or less. This is the result 
of definite Treasury policy. Before the war, commercial banks 
were free to purchase all marketable issues, regardless of maturity. 
To encourage the maximum absorption of marketable issues by 
nonbank investors, during the war, some long-maturing bonds, 
bearing a rate of interest higher than that on shorter issues, were 
made ineligible for bank purchase for a number of years after 
issue. An exception to this was made in which commercial banks 
could subscribe to amounts limited to some fraction (20 per cent, 
for instance) of their total time deposits. Other negotiable issues, 
although eligible for banks to hold, were not open to purchase by 
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the banks during the bond selling campaign. They were, of 
course, purchased later by banks, since individuals resold bonds 
subscribed for during the bond drives in amounts above what they 
actually wished to carry. Banks also bought government securi- 
ties from private and institutional holders seeking cash to facili- 
tate their participation in future bond drives. 

Risks from Bond Investments 

Two major risks must be assumed by banks in connection with 
their investment accounts. The first arises from the danger of 
quality deterioration within the portfolio. The second is the 
risk of loss of value of high-grade bonds that fluctuate in value 
with changes in interest rates. A bank may escape one or the other 
of these risks but can hardly escape them both if it holds long-term 
securities. 

The risk from speculative securities. Although most banks now 
find themselves prohibited by law from purchasing speculative 
securities, nonmember banks are still relatively free from regula- 
tion in some states. Consequently, speculative securities are 
sometimes bought, legally or illegally, and create a problem for 
both the bank and the examiners. Speculative securities offer 
two opportunities for gain and hence are tempting to bankers. 
First, they yield relatively high rates of return. Second, if bought 
when the market is low, they offer the possibility of a speculative 
gain in value. But they have proved to be a serious source of em- 
barrassment to banks, owing both to their weakness under fire of 
heavy liquidation in times of panic and to their default in times 
of stress. If the bank is compelled to liquidate such bonds to 
strengthen its reserve position, it may have to do so at a heavy 
sacrifice. Bankers, during the depression years of the early 1930’$, 
sometimes purchased cheap speculative securities in the hope., 
generally vain, that their subsequent rise in value would help 
recoup losses previously suffered. 

Even when banks have purchased only investment securities 
there is a possibility that the crediL standing of the debtor corpora- 
tion may worsen and the securities deteriorate from investment 
classification to that of speculative securities. To avoid losses from 
this source, bankers must watch their portfolio carefully, and 
promptly dispose of securities showing a tendency to decline in 
quality. 
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Risks from ownership of high-grade bonds . So long as bonds 
held by banks remain in the high-grade investment class, there is 
no risk of loss arising from the credit position of the borrower. 
Nevertheless, high-grade investments, including U.S. Government 
obligations, are exposed to possible losses arising from changes in 
interest rates. Banks are especially exposed to this risk when they 
use investments to absorb excess lending power during periods 
when the demand for commercial loans is slack. This has led 
some to hold that banks are poor bond buyers, implying that they 
tend to buy at high prices and sell at low prices, thus taking capital 
losses that offset the earnings. Banks normally attempt to ac- 
commodate their own customers first, since the banker feels a 
special obligation in this regard. -If business is brisk and times 
are good, the number of sound local borrowers is likely to increase. 
A shortage of loanable funds tends to force up short-time money 
rates, which in turn reduces the attraction of fixed interest-hearing 
bonds to all lenders and investors. Bond prices tend to fall, there- 
fore, just at the time when bankers are likely to be selling securities 
to obtain funds needed for the accommodation of local borrowers. 
This sale of securities helps to depress the bond market still more. 
On the other hand, when business is dull and local demands for 
funds are few, the banks seek opportunities to invest idle reserves. 
The prices of bonds at such times are increased, because they pro- 
vide a more attractive investment for all money lenders, including 
the banks. Therefore, the banks are always on the wrong side of 
the market. It is likely, however, that the banks have not, in fact, 
suffered any very serious losses from this cause. A greater danger 
of loss on high-grade securities arises from the possibility that local 
conditions or a general credit crisis may compel the bank to dispose 
of a large amount of high-grade bonds at a time when interest rates 
are high and such bond prices low. The possibility of losses from 
such a source may be seen in the following spread of high-grade 
bond prices: 

United States Treasury 4^4 ’s, sold at par in 19x8, were selling 
at 78 in 1920. 

United States Treasury 3^’s (callable in 10 years) sold at 99 
in September, 1934, and at 1x0,15 in December, 1936. 

. United States Treasury 4’s, 1954, sold at 94 in January, 1932, 
and at 116 in December, 1936. 

Sante Fe General 4’$ of 1995, sold at 1041^ in 1906, at 69 in 
1920, and at 11 1 in 1934. 
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Evaluating the bond account . The extreme decline in bond 
values during the years 1931 and 1932 placed the problem of de- 
termining the proper method of evaluating the bond inventory of 
banks squarely before those who were in charge of bank examina- 
tion and reports. The examiners for the Comptroller of the Cur- 
rency, generally speaking, based their valuations on present mai'ket 
value. The sharp decline in security prices during 1931 made 
some modification of such a rule imperative if good banks were 
not to be made to appear insolvent. In September of that year 
the Comptroller issued instructions to his examiners to classify 
all the securities of the banks examined into 13 grades, the classi- 
fication to be based upon the lowest rating given the bonds by 
four statistical agencies. Bonds falling into the four highest of 
the 13 grades were exempt from a charge-off for depreciation in 
market value so long as they were not in default. Bonds in the 
remaining nine grades were to be marked down to their market 
values by a semiannual charging off of 25 per cent of the deprecia- 
tion until the full amount had been written off, unless the bond 
was in actual default, in which case it was to be marked down to its 
market value at once. The importance of such a rule is evidenced 
by the fact that between January 1929, and April 1933, the New 
York Times index of average market prices of forty high-grade 
bonds declined one third. The seriousness of such a depreciation 
can be visualized by applying it to the investments of the national 
banks, A decline of 3314 per cent in the market value of national 
bank investments in 1929 would have wiped out 63 per cent of 
the stockholders’ equity. 

In 1938, new rules were laid down governing the evaluation of 
bond accounts of all insured banks. The new rules were ap- 
plicable to national banks, state member banks, and insured non- 
member banks. As amended in July 1949, they are: 

1. Securities owned by banks are classified by the examiners 
into four basic groups: 

Group I consists of securities in which "the investment char- 
acteristics are not distinctly or predominantly speculative.* * This 
group includes rated securities falling into the four highest rating 
grades (for example, Aaa, Aa, A, Baa, according to one method) 1 
and unrated securities of equivalent value. 


1 The dependence of examining and supervisory officials upon the ratings of 
bond-rating companies in determining what are to be classed as "investment se- 
curities” has been severely criticized. Cf, Palyi, Melchior, "Bank. Portfolios and 
the Control of the Capital Market,” Journal of Business, 1938, pp. 70-114. 
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Group II consists of securities in which the 'Investment char- 
acteristics are distinctly or predominantly speculative.’' This 
class includes securities, not in default, rated below the four 
highest grades or their equivalent in unrated securities. 

Group III consists of securities (bonds) in default. 

Group IV consists of corporate stocks. 

а. Securities in Group I ai~e to be evaluated at cost, with neither 
appreciation nor depreciation shown on the examiner’s reports. 
Moreover, appreciation and depreciation of such securities will be 
disregarded in computing a bank’s net sound capital. Thus, so 
long as a bank’s securities remain within the classification of in- 
vestment securities, no question of inventory losses need arise un- 
less an actual loss is realized through sale. 

3. Securities in Group II are valued at their market price and 
50 per cent of any net depreciation so calculated must be deducted 
in computing the bank’s net sound capital. 

4. Net depreciation in securities classified in Groups III and 
IV must promptly be written off as losses. Such securities must 
be carried at market value. 

5. Premiums paid when securities are purchased must be amor- 
tized so as to be written off at maturity. 

б. Until losses have been written off and adequate reserves 
established, profits from the sale of securities may not be used for 
any other purpose. 

The latest regulations governing the evaluation of securities 
relieves the banks of the danger of loss due to a fall in capital value 
of high-grade bonds so long as they are not actually liquidated in 
the market. To the extent that the long-term investments are 
protected by an adequate margin of short-maturing securities not 
subject to capital loss with changes in interest rates, the banks are 
now in no danger of suffering any serious loss from the purchase 
of long-term securities. This point is especially important now 
when securities (largely governments) comprise such a large frac- 
tion of bank earning assets. The distribution of maturities of 
securities held by the banks, therefore, takes on considerable 
significance. 

Liquidity of bank investments . To the extent that banks are 
amply fortified with liquid assets, the risk of loss from holding 
high-grade bonds is very small. One may judge the degree of 
hazard to which commercial banks are exposed in this respect by 
examining the maturities of U.S. obligations, which constituted 
the bulk of their securities at the end of 1949. 
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TABLE 11 

Securities Held by Commercial Banks (Including Stock Savings Banks) 
Issued or Guaranteed by the United States December 1949 * 


Total amount $61,370,000,000 

Treasury bills 3 months 3,514,000,000 

Treasury certificates 9-12 months 11,520,000,000 

Treasury bonds and notes due or callable 

Within 1 year 9,014,000,000 

In 1 to 5 years 24,907,000,000 

In 5 to 10 years 6,995,000,000 

After 10 years . , . . . . 3,887,000,000 


* Source; Federal Reserve Bulletin, March 1950, p. 350. 

About 80 per cent of the investments of commercial banks in 
U.S. obligations had maturities of under five years, and over 39 
per cent matured within one year. From this analysis one may 
properly conclude that the average commercial bank possesses 
sufficient amounts of short-dated investments to meet liquidity 
requirements without difficulty and without loss. This, of course, 
does not necessarily mean that every individual bank is so situated. 
But the high degree of liquidity in commercial bank holdings of 
government bonds clearly indicates the fallacy of the argument, 
commonly offered, that support of the market price of govern- 
ment bonds by the Federal Reserve Banks is necessary to prevent 
disastrous impairment of the solvency of the banking system. 

Regulation and Administration of Bank Investments 

Legal regulation of bank investments . Quite naturally, se- 
curity investments of banks have been influenced by legislation 
and the rules laid down by examining authorities. Generally 
speaking, the regulations governing the investments of banks 
operating under state charter (except savings banks) have been 
more lenient thaii those applying to national banks. Although 
originally the national banking law made no mention of the right 
of national banks to invest in other than government bonds, such 
banks have for many years carried bond investments. Specific 
legislation regulating the investments of the national banks was 
provided in amendments passed in 1927, 1933, and 1935. As the 
law now stands, national banks may: 3 

2 Revised Statutes , Section 5136. See also the Eederal Reserve Act and Agricul- 
tural Credits Act of 1923. State member bank investments are, by the act of 1933, 
subject to the same regulations as those of national banks. 
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1. Purchase and sell investment securities for customers without 
recourse against the bank. 

2. Purchase investment securities for their own account, pro- 
vided that the obligations of any one maker shall not exceed 10 
per cent of the bank's capital and surplus. No restrictions apply 
to bonds of the United States or any political subdivisions thereof, 
or to obligations arising under the Federal Farm Loan Act 01 
issued by the Federal Home Loan Banks, the Home Owners’ Loan 
Corporation, or the Federal Housing Administrator when guar- 
anteed by the United States. The Comptroller of the Currency 
may deline “investment securities.” 3 

3. Invest in corporate stocks only as follows: 

(a) They may invest not more than 15 per cent of their 
capital and surplus in any corporation organized to con- 
duct a safe-deposit business. 

( b ) Without special permission of the Comptroller of the 
Currency, they may invest in bank premises or in stocks 
and bonds of a corporation holding the premises of the 
bank not more than the amount of their capital stock. 

(r) They may buy the necessary stock in the Federal Reserve 
Banks. 

(1 d ) They may buy stock in banks to engage in foreign bank- 
ing (limited to 10 per cent of the bank’s capital and 
surplus). 


3 The regulations by the Comptroller on this point include the following require- 
ments: 

а. They must be saleable under ordinary circumstances with reasonable prompt- 
ness at a fair value. 

2. Such public distribution must exist as to insure the marketability of the 
issue; or, 

3. Other existing securities of the obligor must have such a public distribution 
as to pi'otect or insure the marketability of the issue; or, 

4. In case such public distribution is impossible for sound issues of established 

commercial or industrial firms, it is sufficient that (1) they demonstrate ability to 
service the issue, (2) the maturity of such securities be not later than ten years after 
the date of issue, and (3) at least 75 per cent of the debt will be amortized at 
maturity. » 

5. Where the security is issued under a trust agreement, the trustee must be a 
bank or trust company independent of the obligor, 

б. They must not be distinctly or predominantly speculative, nor may they be 
in default as to either principal or interest. 

7. The bank must provide regular amortization of any premiums paid above par. 
In no event shall the security be carried at a value above the price at which the 
obligor may redeem it. 

8. Securities convertible into stock at the option of the issuer may not be pur- 
chased. Where such conversion is at the option of the holder, securities may be 
purchased only at prices representing their true investment value, 

9. These restrictions do not apply to real estate securities acquired under Section 
24 of the Federal Reserve Act. Federal Reserve Bulletin, July 1938. 
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(e) They may buy stock in National Agricultural Credit 
Corporations (limited to 10 per cent of the bank’s capital 
and surplus). 

In view of the unfortunate cxpei'iences of banks with their bond 
accounts during depressions, it seems desirable that some standard 
of quality of bond investment similar to that required of well- 
regulated mutual savings banks be set by law for all banks. 

Repurchase agreements . Not all bonds reported by banks as 
a part of their portfolios actually represent investments in the 
ordinary sense of the term. Some are bought under a repurchase 
agreement by the seller, who contracts to buy the bonds back at a 
stated price and at a stated time. The bond thus closely resembles 
a security loan to the seller. The use of the repurchase agreement, 
most common in New York City, is explained partially by the fact 
that it enables banks virtually to lend to one borrower an amount 
in excess of the statutory limit. Further, the bank’s customer 
obtains the full market value, since no margin requirement applies. 
The bank obtains the coupon rate of interest; and where the bonds 
are tax exempt (government and municipal bonds being most 
commonly used), it obtains a tax-exempt income. The bank may 
be able to reduce the volume of its security loans if it wishes, while 
the borrower may be able to conceal in its statement of condition 
what are essentially “bills payable.” 

Administration of the bond account. The importance of bonds 
among the assets of banks introduces the vital problem of intelli- 
gent purchase. This involves: (1) the question of the general 
quality of appropriate bonds; (2) the investigation of the proper 
rating of individual issues the purchase of which is contemplated; 
and (3) the administration of the bond account once it is set up. 
It is evident that the bond account involves problems similar in 
general outline to but different in specific details from those of 
commercial loans. It requires careful and constant analysis of the 
bond market, which in itself demands a high degree of specialized 
skill. 

In order to avoid the losses that arise from buying bonds when 
they are expensive and selling when they are cheap, the bond 
account, except bonds carried for secondary reserve, might be made 
a permanent part of the bank’s portfolio regardless of the ebb and 
flow of the customer demand for loans. This account should 
consist mainly of “money bonds” or bonds of the highest grade. 
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The temptation to buy low-grade bonds to increase earnings should 
be resisted, even in the face of high competitive interest payments 
on deposits, if losses through default are to be avoided in times of 
stress. 

The problem of choosing high-grade bonds which are of maxi- 
mum benefit to the bank is a difficult one. Country banks must 
to a large extent rely upon their city correspondent for advice. 
The city bank itself must be adequately provided with expert 
investment officers who can utilize the numerous agencies and 
services which collect data on companies with bond issues as well 
as conduct independent investigation of the quality of bonds ap- 
pearing in the market. Naturally, purchases of bonds must not 
be made upon the sole recommendation of the underwriters or 
bond salesmen. 

Once the bonds have been purchased, their standing should be 
scrutinized at frequent intervals if losses are to be avoided. More- 
over, the bond account will show more profit if a sufficient part is 
in issues which are sufficiently close to maturity to insure an op- 
portunity for disposing o£ them without loss. This periodical 
examination enables the bank to take advantage of changes in the 
market for bonds. At times, when long-term, high-grade bonds 
decline in price, the banker in such a position can purchase them 
on favorable terms. Further, when long-term bonds appear to 
have reached their peak, the watchful investment officer will dis- 
pose of his holdings and acquire shorter maturities less subject to 
the decline which will accompany higher money rates. In this 
manner the “cost” of the bonds making up the security account 
may be kept at a minimum, thus improving the yield. 4 

The Sources or Bank Earnings 

The operating earnings of commercial banks fall into five sepa- 
rate categories based on their origin. These are earnings from: 
(1) loans; (2) United States Government securities; (3) other securi- 
ties; (4) service charges; and (5) other earnings. Quite naturally, 


4 For a good discussion of the problem of bond investments fox* banks, see an 
article in the American Bankers Association Journal, October 1932, entitled "In- 
vestments,” by Arthur B. Taylor, Chairman, of the Bank Management Commission, 
American Bankers Association. This article is based upon the results of a survey 
of bank investments by the commission and has been heavily relied upon in the 
foregoing discussion. 
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earnings from banks’ “earning assets” (loans and investments) com- 
prise the largest part of total earnings. 

Bank earnings from loans and security investments . Since the 
i93o’s when bank investments became predominately government 
securities, the rate of earnings on bank held securities has been 
substantially lower than the earning rate on loans. Nevertheless, 
because of the relatively greater magnitude of investments, during 
the period 1943-1947, member banks, on the average, earned more 
from their investments than they did from loans. Tables 13 and 
1 3 show the rates of earnings and the percentage of total earnings 
from each of these two main sources of bank income. So far as 
ultimate profitableness is concerned, allowance must be made for 
the lower risk and lower cost of administration .of the investment 
account as contrasted with the cost of making loans. The figures 
given do not include allowance for losses, recoveries, or profits from 
sale of securities. 


TABLE 

Rates of Member Bank Earnings on Loans 
and Securities * 



Loans 

Security 

Investments 

1937 

4.0% 

2.5% 

1938 

4.0 

2.4 

1939 

4.2 

2.3 

1940 

4.2 

2.1 

1941 

4.0 

1.9 

1942 

3.7 

1.7 

1943 

3.5 

1.4 

1944 

3.2 

1.5 

1945 : 

3.0 

1.5 

1946 

3.2 

1.5 

1947 

3.5 

1.5 

1948 

3.8 

1.5 


* Compiled from the Federal Reserve Bulletin. 


Distribution of total earnings. Chart 7 provides a graphic 
picture of the relative size of the different kinds of commercial 
bank operating earnings and the several categories of costs in- 
curred in making these earnings, for the year 1948. Although 
over 82 per cent of earnings come from loans and investments, a 
substantial amount is provided from other sources. “Other earn- 
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TABLE 13 

Percentage Ratio ov Member Bank Earnings On Investments 
and Loans to Total Earnings * 



Investments 

Loans 

1939 

34.2% 

43.3% 

1940 

32.5 

45.0 

1941 

31.4 

47.0 

1942 

36.3 

43.0 

1943 

46.4 

34.1 

1944 

51.2 

30.1 

1945 

54.0 

28.0 

1946 

50.0 

32.2 

1947 

41.4 

40.4 

1948 

35.8 

46.2 


* Compiled from the Federal Reseiue Bulletin. 


mgs” come mainly from trust departments and safety deposit busi- 
ness. Service charges, although but 5.1 per cent of total operating^ 
earnings, are especially fruitful since, unlike the lending and in- 
vestment activities of banks, they involve litLle added expense save 
that of calculation and application. The service charges of banks 
belonging to the Federal Reserve System, in 1948, amounted to 
1.6 per cent of their invested capital or 16 per cent of the banks’ 
profits before income taxes. 


SOURCES DISPOSITION 



4 . 5 % 


Chart 7. Sources and Disposition of Current Operating Earnings of Insured 
Commercial Banks — 1948. Source: Annual Report of the Federal Deposit Insur- 
ance Corporation , 1948, p. 43. 
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Chart 7 also shows the distribution of operating earnings among 
the major classes of expenses. Net earnings, amounting to 36.4 
per cent of the total, are not all net profits for distribution to the 
stockholder or reinvestment. Charge-offs for losses and reserves 
as well as allowances for recoveries must be made. Income taxes 
took 27 per cent of the net profits after adjustment for charge-offs 
and recoveries. 


Conclusion 

As we review our study of bank investments, a number of not- 
able changes in the earning assets of banks stand out clearly in the 
experience of the last twenty years. First is the tremendous in- 
crease in the relative size of bank investments as compared to loans. 
Begun during the great depression of the ig3o’s, this movement 
was sharply accentuated by the war. Second is the rise in relative 
importance of the obligations of the Federal Government and the 
decline of securities issued by private firms (industrial, railroad, 
public utility bonds, and so on). In the late lego’s, private se- 
curity issues made up approximately 45 per cent of commercial 
bank security holdings. At the end of 1948, they were less than 
5 per cent of the total. This decline can be explained both by 
the enoimous increase in United States Government obligations 
held by banks and by the decline in favor of private issues because 
of severe losses during the depression. In contrast, securities 
issued by state and local governments showed but a mild decline 
in relative importance in the same twenty-year period. 

Finally, the predominant position assumed by the Federal ob- 
ligations has greatly changed the whole picture of bank invest- 
ments. Whereas, at the end of 1928, United States securities only 
amounted to about 12 per cent of member bank total earning 
assets and 41 per cent of their investments, twenty years later they 
were almost 55 per cent of total earning assets and 87 per cent of 
total investments. This change has made both the banker and 
the general public aware of the close and significant relationship 
between the Federal debt and the commercial banking system. 
It has been responsible for the somewhat complaisant attitude to- 
ward the thinning capital-deposit ratio of the banks, since govern- 
ment securities are considered nonrisk assets. In addition, it has 
provided a basis for the view that the government bond market 
should be supported and stabilized by the Federal Reserve Banks 
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to prevent loss by banks and other bondholders arising from a rise 
in interest rates. It has also brought sharply into focus the pos- 
sible embarrassment that might result from any attempt to reduce 
the size of the government debt. It is possible, and perhaps even 
probable, that should the Federal debt be stabilized in future years, 
a gradual shift of government securities out of banks into other 
hands may occur. Such a development would be dependent upon 
a concurrent increase in the demand for bank loans, for banks will 
not voluntarily relinquish their security holdings unless they can 
be replaced by an equal volume of loans. In any event, it is most 
unlikely that the Federal debt will ever again become an inconse- 
quential part of bank earning assets. 

Questions for Study 

1. How account for the great increase in the investments of banks 
during a) the tg^o’s, and b) the i94o’s? 

2. Re-examine Chart 4 on page 163. What do you find about the im- 
portance of government securities among bank investments? 

3. Examine Chart 6. Are banks heavily loaded with long-term gov- 
ernment securities? 

4. What are the main risks to which banks are exposed when investing 
in a) speculative securities, b) high-grade long-term bonds? 

5. Examine Table 11. On the average, are individual banks likely 
to be compelled to take capital losses as a result of liquidation of 
government security holdings to meet liquidity requirements? 

6. What are the 4 groups into which security investments of banks are 
classified? What valuation is placed on each group? 

7. What legal regulations govern member bank security investments? 

8. Examine Tables 12 and 13, Can you explain the appearance of the 
trend of earnings from loans and investments? 

9. Why did the relative importance of corporate securities decline so 
sharply after 1928? 
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Requirements of a bank's portfolio . We have considered the 
various forms that a bank’s earning assets may take. These earn- 
ing assets, as they actually exist in any given bank, make up its 
portfolio. The portfolio must be arranged with three distinct com 
siderations in mind: (x) liquidity; (2) solvency; and (3) earnings. 
Without liquidity, the bank cannot operate and meet depositors’ 
demands. Without solvency, it must ultimately fail, with subse- 
quent losses realized by the stockholders and probably by the 
depositors. Finally, without earnings, the banking operations 
cannot be carried on by private enterprise. 

It is apparent that these three essential requirements placed 
upon the bank portfolio are not altogether in harmony. True, 
liquidity implies short-run solvency, to say the least, but it varies 
inversely with the earning power of assets. Likewise, it is pos- 
sible to achieve ultimate solvency without liquidity, as is illus- 
trated by the well-secured real estate loan. Finally, earnings are 
often sought at the expense of both liquidity and solvency. It is 
evident that, essential, as they are, earnings must at all times be 
made secondary to the requisite liquidity and the solvency of the 
bank. This must not be construed, however, to mean that bankers 
should never make a loan or an investment that is less sound than 
the maximum humanly possible. Such an attitude would be too 
rigorous for business, which cannot well provide absolute security 
for its borrowing. But any margin of speculation in the portfolio 
should be amply covered by the stockholders* equity. 

Obviously, liquidity is the first consideration in organizing the 
portfolio. Without adequate provision for this, the bank faces 
certain extinction when the pressure of deposit withdrawals is met. 

213 
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To maintain excessive liquidity is to sacrifice earnings. It is clear 
that a bank should carry liquid assets in amount sufficient to meet; 
(i) the seasonal demands o£ depositors, which can be forecast in 
the light of experience; and (3) the cyclical variations in deposits, 
taking measures to increase the liquidity of the portfolio during 
times of boom or excessive prosperity. It is probably too much 
to expect the average banker to anticipate and guard against such 
cataclysmic disturbances as took place in the banking field from 
1930 to 1933 when the loss of confidence in banks by the public 
caused the complete breakdown of banking functions. A bank’s 
cash or primary reserve and its “secondary” reserve are relied upon 
to provide liquidity. After the necessary liquidity has been pro- 
vided, the remainder of the bank’s portfolio may be arranged with 
an eye to solvency and earnings only. Naturally, the particular 
kind of assets used will depend to a large extent upon the type 
available. The notes of industrial firms and merchants who are 
customers of a bank will find their way into the less liquid part 
of the portfolio. Real estate mortgages and investments in bonds 
will also be included. 


Secondary Reserves 

Relation of primary to secondary reserves . The primary re- 
serves of a bank consist of cash on hand and demand deposits in 
other banks, which are equivalent to cash. The relation of these 
reserves to the bank’s deposits has already been considered in 
Chapter 9. 

The cash reserves of banks, whether required by law or carried 
by the banker by his own choice, are designed to meet the im- 
mediate net withdrawals of deposits as they develop from day to 
day. Because such cash reserves are normally meant to meet only 
immediate needs, it is necessary that banks be prepared to convert 
some of their earning assets into cash whenever the cash reserves 
fall below the level dictated by sound judgment or the law. 
Seasonal changes in depositors’ and local borrowers’ requirements 
may put heavy pressure on a bank’s cash position. To meet this, 
the bank must either carry excessive cash in the slack season, ob- 
viously an uneconomical procedure, or it must carry highly liquid 
earning assets that can be readily disposed of luithout loss , Such 
assets are called secondary reserves . The need for secondary re- 
serves also increases with prosperity, since a subsequent collapse 
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will endanger the ability of the bank to meet unioreseeable drains 
unless it is fortified with liquid assets. 

Size of secondary reserves . The relative size of a bank’s sec- 
ondary reserve depends upon a variety of circumstances. Pri- 
marily, the nature of the bank’s business, the diversification of 
deposits, the seasonal variations in cash requirements, all deter- 
mine the volume of highly liquid assets required by any individ- 
ual bank. The correct amount can be discovered only through 
experience. In addition to the minimum requirements indicated 
by experience, the conservative banker must necessarily allow for 
unusual, unpredictable needs. Local or general depression in 
business often tends to set up a heavy adverse trade balance for 
a given area, which then experiences heavy drains of cash out of 
the banks located therein, A loss of confidence in banks growing 
out of business and bank failures may also create trouble. Since 
such needs are more likely to arise at the culmination of periods 
of prosperity or boom, it would seem desirable that particular care 
be taken to maintain a high proportion of liquid assets at such 
times. 

The impossibility of generalizing too much in the matter of 
necessary secondary reserves is emphasized by Mr. Fred A. Gar- 
lock in an article entitled “Two Country Banks in Iowa and 
Virginia”: 1 

Measures intended to assure the solvency of country banks often 
are formulated with little regard for the vast differences among 
these institutions. The differences are not merely nominal. On 
the contrary, they are so great that requirements or policies which 
may be well adapted to some banks are sometimes totally unsuit- 
able for others. Although much can be said in favor of uniform 
standards of banking practice, it is easily possible to carry the idea 
of uniformity too far. 

An excellent example of this point is found in the varying needs 
of country banks for liquid assets. Instead of discussing the sub- 
ject in general terms, let us use two banks, representing widely 
different types of country banking, for comparative analysis. Both 
institutions were organized before 1910 and still maintain open 
doors to their customers. Although their policies may not have 
been the best, the banks at least have survived these troublesome 
times. 

The comparison begins with the types of agriculture served by 

1 Quoted by permission from the American Bankers Association Journal , October 
PP- 54-57- 
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the banks. One is located in central Iowa where a combination 
of crop and livestock enterprises produces a year-round income for 
farmers, and the expenses of production also are spread through- 
out the year. The other is located in a section of Virginia where 
the principal sources of income are early white potatoes, peas, lima 
beans, and a few other perishables. Exj^enses of production in 
this area are heavy from November to the middle of June, but the 
marketing season covers only the period from May through Sep- 
tember. A large part of the income is received in June and 
July. 

The effects of these differences are clearly apparent in the de- 
posit trends of the two banks. In the Iowa bank, deposits run a 
comparatively even course with little fluctuation from one time of 
the year to another. Deposits of the Virginia bank, however, rise 
to a tremendous peak from May to July or August, after which 
they fall continuously to a low point in the following summer. 



Chart 8. Variations in Deposits of an Iowa and a Virginia Country 
Bank. Source; American Banken Ass’n Journal , October 1932, 

Moreover, changes in the annual minimum and maximum levels 
of deposits are greater in the Virginia bank than in the Iowa bank. 

In so far as the seasonal demands of depositors determine the 
need for liquid assets, it is obvious that these two banks are in 
radically different positions. Seasonal requirements of the Iowa 
bank’s depositors impose little need for liquidity, as a compara- 
tively small cash reserve would absorb most of the fluctuations of 
deposits* But the Virginia bank must hold liquid assets in July 
or August equal* to 40 to 50 per cent of its deposits if it is to meet 
the withdrawals which commonly occur in the following months. 
An extra margin of liquid assets is needed to protect against an- 
nual changes in the lows of deposits. As the seasonal trough of 
deposits is approached, the volume of liquid assets needed, of 
course, grows less. 
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In both banks the need for liquidity arises more largely from 
the demand accounts than from time and savings accounts, . . . 

An interesting method for computing the needed secondary 
reserves for any particular bank has been proposed by Elmer 
Hartzel . 2 He suggests that the expected maximum fluctuation 
in deposits be added to the changes in local loans if they move in 
opposite directions, and that one be subtracted from the other if 
they move in the same direction, in order to find the secondary 
reserve requirements to meet the needs for any particular time. 
Thus, if deposits tend to decline while local loans also decline, 
the decline in local loans provides the funds to meet deposit with- 
drawals. But if local loans increase with deposit withdrawals, 
secondary reserves must be available to meet the combined losses 
of cash from both sources. In computing the cash drain arising 
from deposit withdrawal, an offset allowance can be made for the 
accompanying decline in legal reserve requirements. 

Composition of secondary reserves . Thei~e is some difference 
of opinion as to the specific type of banking assets that can properly 
be classified as secondary reserve. In one respect, however, there 
is general agreement. Secondary reserves should consist of assets 
which can be turned into cash promptly and without loss. Ready 
marketability is therefore a prerequisite for assets whose maturity 
is not immediate. Moreover, even readily marketable bonds 
should be reasonably near to maturity to avoid the possible loss 
attending a sale in times of tight money and high interest rates. 
Banks frequently find it necessary to dispose of bonds when high 
money rates cause the longer-matuifing, fixed-interest-bearing obli- 
gations to lose market value. 

More specifically, secondary reserves may include high-grade, 
readily marketable bonds nearing maturity . In addition, they 
may comprise high-grade, short-time commercial paper and bank- 
ers’ acceptances. Prime commercial paper purchased in Lhe open 
commercial paper market is well adapted for use as secondary re- 
serve for several reasons. First, it can be purchased in amounts 
and with maturities that suit the needs of the individual banker. 
It is issued in convenient denominations. Maturities can be ar- 
ranged so that funds will be forthcoming to the bank at such times 
as banking needs dictate. Since open-market borrowers do not 

2 "The Measurement of a Bank's Secondary and Investment Reserves,” Journal of 
Business, October 1934, p. 344. 
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ask for renewals, their paper can be relied upon as a certain source 
of cash. Further, commercial paper, when within ninety days’ 
maturity, is normally eligible for rediscount and can be turned 
into cash through sale, after indorsement, to the Federal Reserve 
Bank. 

Bankers’ acceptances form another valuable addition to sec- 
ondary reserves. They are desirable because of their high quality 
and relatively short maturity. Their ready marketability is aug- 
mented by the willingness of the Federal Reserve Banks to pur- 
chase them at a quoted buying rate. Similar advantages exist 
for short-term government obligations. In addition, government 
securities, both long- and short-term, may be used as collateral for 
member banks borrowing at the Federal Reserve Banks. 

Call loans on the stock market also may sometimes play an im- 
portant part in secondary reserves. They are favored by the 
hanker since they furnish him the most convenient method foi 
making daily adjustments in his reserve balances, When reserves 
are above normal, the bank can increase call loans, and a reversal 
of the process enables it to correct reserve deficiencies. Such 
loans are more suitable secondary reserve for banks in the interior 
than for New York City banks. For the liquidity of call loans in 
times of financial stress depends in large measure upon the willing- 
ness and ability of the New York banks to come to the rescue and 
“bail out * 5 the other bankers who are anxious to call their loans. 
The ability of the New York banks to bring assistance is further 
conditioned by their ability in turn to obtain advances from the 
Federal Reserve Bank of New York. It is improbable that the 
Federal Reserve Bank of New York would willingly shut off the 
needed funds and allow a stock market crash to develop into a 
financial panic. 

There is a difference of opinion as to the propriety of including 
customers’ paper eligible for rediscount as part of a bank’s sec- 
ondary reserve. To be sure, a member bank is normally able to 
obtain additional cash or reserves through the process of redis- 
counting, Why, then, should not such paper be counted as 
secondary reserve? Several reasons can be suggested. First, cus- 
tomers’ paper cannot be rediscounted without the member bank’s 
indorsement. Therefore, the bank cannot sell the paper outright 
as it can bonds, bankers’ acceptances, and short-time treasury ob- 
ligations. There exists always the contingent liability to make 
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good the paper if it is not paid by the customer at maturity. This 
consideration, combined with the fact that customers’ paper is to 
a large exLent renewed, means that the bank must normally stand 
ready to take up the paper by making a new loan to the customer 
to replace the old loan held by the Federal Reserve Bank. Finally* 
possession of eligible paper alone does not absolutely guarantee 
that the bank can obtain cash. Not only must the paper be 
eligible, but it must also be acceptable to the Federal Reserve 
Bank. Since the acceptability is partially based upon the member 
bank’s indorsement, it follows that the Federal Reserve Bank may 
refuse to discount eligible paper for an overextended bank. 
Therefore, eligible customer’s paper virtually resolves itself into a 
basis for borrowing at the Federal Reserve Bank rather than a 
source of permanent cash resources. To the extent that the bank- 
er’s need for secondary reserve arises out of regular seasonal re- 
quirements, eligible paper would seem to reduce the need for 
other highly liquid paper. Normally it is considered proper for 
banks to borrow for such needs. But a further complication arises 
in the broadened basis of Federal Reserve Bank advances to mem- 
ber banks under Section rob of the Federal Reserve Act. Under 
this Section banks may borrow on any sound assets regardless of 
eligibility. Obviously, it is hardly appropriate to hold that this 
privilege relieves banks from all need for secondary reserves. The 
expanded borrowing power granted by Section 10b does not relieve 
the banks from the necessity of carrying adequate disposable assets 
of stable value for secondary reserve purposes. Rather, it is 
viewed as a source of cash as a last resort. 

Merits of different types of secondary reserves . A very practical 
problem confronts the banker who has determined the volume of 
secondary reserves needed. Which of the several possible forms 
should such assets take? This question can be answered only in 
the light of information regarding the safety, convenience, yield, 
and availability of the different forms. 

Perhaps there is little choice between the several forms of sec- 
ondary reserves on the grounds of safety of principal. Prime 
commercial paper, bankers’ acceptances, and United States Gov- 
ernment obligations all rank high in this regard. There has been 
some tendency to criticize call loans on this score, but regardless of 
the embarrassment that banks experienced with call loans during 
the time preceding the establishment of the Federal Reserve Sys- 
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tem, subsequent experience has been favorable. During the stock 
market crash beginning in October 1929, the interior banks were 
able to liquidate their call loans readily and without loss. This 
action was made possible by the willingness and ability of the New 
York City banks to lend call money freely to replace the funds 
withdrawn by corporations and country banks at the first sign of 
disaster. 3 

Some idea of the earnings that the banker may hope to realize 
on various forms of secondary reserve can be had from the New 
York City open-market rates. Such rates for January 1950 were: 


Prime commercial paper, 4 to 6 months 1.31% 

Prime bankers 5 acceptances, 90 days 1.06 

Stock exchange call loan renewals 1.63 

U.S. Treasury bills, 3 months 1.100 

U.S. Treasury certificates, 9 to 12 months 1.12 

U.S. Treasury notes, 3-5 years 1.39 


The general picture of the holdings of liquid paper by banks as 
secondary reserve is indicated by the holdings of commercial banks 
as of the end of December 1949. These were: 


Treasury bills $3,514,000,000 

Treasury certificates 9,561,000,000 

Treasury notes 5,569,000,000 

Open-market commercial paper 257,000,000 

Bankers* acceptances 272,000,000 


It is clear that banks today must rely upon the short-term Treasury 
obligations for their main secondary reserves. Because they are 
highly shiftable to other banks or to the Federal Reserve Banks 
such paper makes excellent liquid holdings. The very limited 
supply of commercial paper and acceptances now precludes de- 
pendence upon them. 

Self-liquidating and Shiftable Assets 

Self-liquidating loans . The requirements of liquidity and sol- 
vency raise the fundamental problem of the appropriate form 
which bank assets should take. In particular* it raises the ques- 


s During the week ending October 30, 1929, loans to brokers for out-of-town banks 
made by blew York banks declined $800,000,000, while the New York banks increased 
their own brokers’ loans $1,000,000,000. The Federal Reserve Bank of New York 
facilitated this action by discounting $150,000,000 worth of paper for members and 
buying $150,000,000 worth of United States Government securities in the open 
market. Federal Reserve Bulletin , November 1929, p. 703. 
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tion of the importance of self-liquidating paper as compared with 
paper that is not self-liquidating. The position of many writers 
on banking theory is that commercial banks should confine them- 
selves to making loans to finance the short-time current working 
capital needs of commerce and industry . 4 These loans have the 
advantage of being self-liquidating in character and therefore more 
appropriate for banks with demand liabilities, because of both 
liquidity and security. This theory holds that commercial banks 
should avoid making advances to industry to provide fixed capital, 
but should leave such loans to other financial agencies without 
demand obligations (such as savings banks, investment trusts, and 
the bond market in general). 

In spite of this theory, American banks generally have in prac- 
tice departed from the exclusive holding of self-liquidating com- 
mercial paper. One need but examine the growing importance 
of securities among bank earning assets to discover this fact. Also 
loans on real estate and loans to security dealers, investors, and 
speculators are for the most part used for fixed capital rather than 
for temporary working capital purposes. Since this is the trend, 
it is of little use to bewail the departure from the standards of 
classical bank theory. We are confronted with an actual situation 
that appears, with some notable exceptions, to work fairly well in 
practice. 

Let us examine self-liquidating commercial paper and observe 
its similarities to and differences from other forms of bank loans. 
Self-liquidating commercial paper arises in connection with a loan 
to a borrower who uses the proceeds to increase his working capital. 
This new working capital, in the normal course of events, will be 
transformed into salable goods or services which will return to 
the borrower the funds with which to pay the loan. If the period 
of the loan is long enough to enable the borrowed capital to make 
the cycle — from money, to working capital, to salable goods, and 
back to money again — the loan may properly be called self-liqui- 
dating. If the period of the loan is too short, it is not self-liquidat- 
ing, It follows from the above definition that a loan whose pro- 
ceeds are to be used by the borrower to acquire fixed capital goods 


4 For example, see Willis, H. Parker, Chapman, John M., and Robey, Ralph W., 
Contemporary Banking , New York, Harper 8c Bros., *933, p. 437. See also Waldo 
F. Mitchell, who quotes numerous writers to a similar effect in an article on "The 
Liquidity of Bank Earning Assets/' Journal of Political .Economy, 1923, p. 245, 
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might be self-liquidating if the loan were to run for a period of 
time sufficient for the capital goods to earn back the interest and 
principal of the loan. 

The continuous borrower’s paper. Some question may arise 
concerning the self-liquidating character of short-time loans made 
to firms engaging in continuous operations with very little seasonal 
variation. If they borrow at banks, they tend to borrow con- 
stantly. Should their paper be considered self-liquidating in the 
face of the fact that their borrowing tends to be continuous? From 
a strictly logical viewpoint, such paper can hardly be considered 
self-liquidating for the reason that the borrowing firm is not auto- 
matically able to retire the loan at its maturity. To require that 
the borrower pay the loan at maturity would involve either a re- 
duction in the volume of working capital (obviously not normally 
desired) or a recourse to borrowing at other banks. Strictly speak- 
ing, it is possible for such a borrower to repay the loan if he has 
an adequate excess of current assets over current liabilities and is 
willing to reduce to some extent the scale of his operations. One 
might, therefore, say that this loan is self-liquidating. But it 
differs from loans made to supply working funds needed to carry 
the borrower over a seasonal peak, since such loans can be repaid 
at maturity without embarrassment to the borrower. 

Fixed capital loans . The self-liquidating loan, according to 
the traditional theory, provides the bank with the liquidity so 
necessary to meet the varying demands of depositors. On the 
other hand, advances of a fixed capital nature have no direct in- 
herent liquidity. In making such loans, the bank must depend 
upon its ability to shift the burden to other banks. This involves: 
(i) the calling of loans on securities or the reduction of time loans 
on securities as they mature; or (2) the sale of securities owned 
outright by the bank . 5 To what extent can the banker rely upon 
the “shiftability” of his security loans and investments to provide 
him with liquid funds? Is such a reliance safe? These are im- 
portant questions which are raised by current banking practice. 
Another question which must be faced is the equally vital one of 
whether or not, disregarding the matter of liquidity, loans which 

5 It should be remembered that real estate mortgages and direct advances to 
business for continuous working or fixed capital needs (when no annual cleanup is 
required) have practically no “shiftability” and are not self-liquidating. 
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are noL self-liquidating give adequate protection against loss of 
principal and interest. 

Shiftable vs. self-liquidating loans. A self-liquidating loan, as 
we have said, is one that will normally be repaid out of the receipts 
resulting from the use to which the funds are put. A loan that is 
not self-liquidating, on the other hand, gives rise to no chain of 
events which will naturally and noiTnally return funds to the bor- 
rower within the life of the loan. This fact can best be illustrated 
by two examples. Suppose, first, that a person borrows a sum 
from a bank for thirty days to finance a transaction which cannot 
be completed within six months. The ability of the borrower to 
repay his loan in thirty days rests solely upon his ability to increase 
his income by some method unrelated to this transaction or to 
borrow elsewhere to replace the first loan. Let us take a second 
case. Suppose a person obtains a thirty-day loan at a bank for the 
purpose of buying securities* At the end of thirty days, the bor- 
rower’s ability to repay rests upon: (1) his ability to borrow else- 
where; or (2) his ability to sell his securities to some other party 
who perhaps borrows elsewhere. Thus it is clear that the liquidity 
of loans that are not self-liquidating depends entirely upon the 
success with which the loan can be shifted to some other bank. 
The same reasoning naturally applies to the outright security 
holdings of banks. Those with a ready market can be easily sold 
to other banks or to borrowers at other banks. 

To what extent are self-liquidating commercial loans similar to 
loans that acquire liquidity only through shiftability? In prac- 
tice, some of the best forms of so-called self-liquidating paper ac- 
quire their liquidity through shiftability. This is true of that 
part of the commercial loans of the country which represents con- 
tinuous working capital of the borrowers. Liquidity of open- 
market paper is often achieved (1) by the flotation of new issues; 
and (2) by the utilization of bank credit lines; and the annual 
"cleanup” demanded of commercial borrowers frequently involves 
a mere shifting of loans to other banks. To the extent that this 
is true, what seems to be self-liquidating paper turns out to be 
merely shiftable. The continuous operation of the borrower 
under the circumstances does not permit the liquidation of a suffi- 
cient amount of the firm’s working capital actually to pay off the 
bank loans. It is estimated that bankers in large cities expect to 
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be called upon to renew between 40 and 50 per cent of their un- 
secured loans and are in fact willing to do so provided the condi- 
tion of the borrower's business continues to be satisfactory. A 
survey made in 1942 revealed that 41 per cent of the total volume 
of loans made during one month was accounted for by renewals, 0 
The “annual liquidation” requirement often made by banks to 
“line of credit" borrowers is frequently cared for by borrowing 
elsewhere, either directly from another bank or indirectly through 
the commercial paper market. 

What of the short-time loans to businessmen, which are actually 
self-liquidating? What is the source of their liquidity? Simply 
this: The borrower will have something to sell before the loan 
matures. In the ordinary course of business events, the goods can 
be sold and the loan repaid out of the proceeds. But what deter- 
mines whether or not the goods can actually be sold? Assuming 
that they are staple goods, readily marketable, they can be sold at 
a reasonable price provided the normal buyers are able to obtain 
funds, loans let us say, in the ordinary manner to which they are 
accustomed. Stating it in another way, the self-liquidating char- 
acter of a good commercial loan depends upon the continuation of 
the willingness of other banks to extend loans to the buyers of the 
goods produced by the original borrower. All of this is, of course, 
a matter of shiftability again. Are we to conclude, therefore, that 
there is no essential difference in the liquidity of a self-liquidating 
loan and of one which is not? It is true that fundamentally both 
types of loans depend for their liquidity upon the continuation of 
the willingness of the banking system as a whole to maintain a 
given general level of loans. The essential difference between the 
two types of loans rests in the fact that the individuals on the buy- 
ing end of transactions arising out of the two types of loans behave 
differently. The borrower in the case of a self-liquidating loan 
depends upon selling his goods in the market. Insofar as the 
goods are in steady demand, they can either be sold to middlemen 
who directly or indirectly utilize funds resulting from other bank 
loans, or be sold to consumers, who give up a portion of their in- 
come. The buyers may normally be depended upon to buy so 
long as the banking system operates in a normal fashion and the 


0 Jacoby, N. H., and Saulnier, R. J., Business Finance and Banking, p. 48, National 
Bureau of Economic Research, 1947. Also cf. Moulton, H. G., "Commercial Banking 
and Capital Formation,” Journal of Political Economy , 19x8, p. 658, 
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demand for the particular thing offered for sale does not falter. 

On the other hand, the borrower who uses his funds for the 
purchase of securities is able Lo repay his loan if the banking system 
continues to function normally in furnishing loanable funds and 
if the buyers of the securities care to buy at that particular mo- 
ment . 7 The appearance of buyers who are willing to buy at 
prices high enough to enable the borrower to repay his loan is 
much less certain than the appearance of buyers for the goods of 
the merchant or manufacturer. This seems to be the core of the 
difference between the two types of loans. The thing bought by 
the borrower of funds for working capital purposes is much more 
certain of finding an ultimate market than the thing bought by a 
person who makes a nonself-liquidating loan. The latter person 
is compelled to rely on the sale of long-term capital goods them- 
selves, or their paper representatives, instead of goods more nearly 
in consumable form. The remoteness of the return on long-term 
capital, together with the hazards that attend its ownership, results 
in highly speculative and fluctuating market values. This, then, 
is the real reason why it is less desirable for a bank with fixed ob- 
ligations in the form of deposits to acquire assets of the type which 
are not self-liquidating in character. 

On the other hand, a loan that, on its face, appears to be self- 
liquidating may in fact turn out not to be so. This would be 
true, for instance, of a commercial loan used to finance the pro- 
duction of some article that had suddenly fallen into disfavor and 
had become unmarketable. It would also be time of commercial 
loans to producers of either luxuries or capital equipment at a 
time when a depression appears in business. 

Liquidity of whole banking system. One thing should be 
clearly evident from the above discussion. Regardless of the na- 
ture of credit extended by commercial banks, it is entirely im- 
possible to expect the whole banking system to possess any large 
degree of liquidity. Whether loans are self-liquidating or merely 
shiftable, in the final analysis the liquidity of any particular bank’s 
assets depends basically upon the continued willingness of the 
other parts of the banking system to lend or invest freely. To 
some extent, of course, commercial banks may shift the burden of 

7 This is true even if he does not intend to sell but wishes to borrow elsewhere 
on the same security. The fall in the market value reduces by that amount his 
ability to borrow elsewhere. 
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providing liquidity upon the central bank. But any wholesale 
attempt on the part of the banking system to liquidate its loans 
and investments must necessarily fail. 

Objection to fixed capital loans based on securities and real 
estate . The case for and against fixed capital loans by banks 
should be judged by two separate standards — liquidity and sol- 
vency. Since liquidity really involves ability to realize without 
loss on the assets involved, capital loans are liquid only when of 
short maturity and adequately margined by salable securities. In 
such a case, shiftability should be sufficient to insure liquidity. 
For example, a loan secured by stocks and bonds must necessarily 
have enough margin or excess of collateral to insure the bank that 
changing market values due to the ebb and flow of speculative 
fever will not endanger the ability of the bank to realize enough 
on the sale of collateral to cancel the loan. It is unnecessary that 
the bank be more concerned about the “freezing” effect of a gen- 
eral tie-up of banking operations on collateral loans than on self- 
liquidating commercial loans. Both types become highly un- 
liquid in case of a general collapse of normal banking functions. 

On the other hand, long- or short-Lerm loans based on real estate 
tend to be highly unliquid, since their shiftability is limited. An- 
other type of capital loan, referred to earlier as the term loan , is 
essentially unliquid, for the borrower cannot be expected to repay 
quickly and therefore there is no shiftability except, along with 
other assets, to the Federal Reserve Bank as collateral for a loan. 

So far as solvency and soundness is concerned, there is no good 
reason why the fixed capital loan cannot be entirely satisfactory. 
Loans on securities with adequate margins can easily satisfy this 
requirement, for the loan can be realized on regardless of the 
credit standing of the borrower. Term loans, too, can be made 
secure by the use of collateral and careful risk selection. Likewise 
loans on real estate, properly made, have been proved satisfactory 
in this respect, even weathering severe depression periods. 

Security loans and bank management . How, one may inquire, 
does the making of security loans affect the nature of bank man- 
agement? First, it requires the banker to become a skillful analyst 
of the security market in order that the adequacy of margins on 
loans can be properly determined. Further, it requires skillful 
analysis of investment values and care in the administration of the 
investment accounts, as well as expertness in measuring trends in 
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the field of real estate values. Second, it tends to change somewhat 
the relation of the banker to industry. The banker as a middle- 
man exercises a directive function through his ability to grant and 
withhold loans to particular individuals and industries. Insofar 
as the banker’s function becomes one of a mere analyst of the stock 
and bond markets, his control over the distribution of capital in 
industrial uses becomes more remote. His judgment is influenced 
not only by the prospects of the underlying basic industries behind 
die securities, but also by the speculative temper of the market. 
Thus, if adequate margin is offered, he will hardly refuse to lend 
on securities of corporations to which he might be unwilling to 
make any direct loans. This in particular seems to be one of the 
serious evils of the growth of security loans at the expense of short- 
time credit. By lending on securities in a rising market, the banks 
have enabled industry to finance itself without direct contact with 
die bank. Further, by making easy the increase of long-time capi- 
tal funds through the stock-market, the banks contribute heavily 
to the maladjustments that characterize periods of boom. 

Bank investments as shiftable assets. Bank investments acquire 
whatever liquidity they possess by virtue of shiftability. This is 
true whether they consist of short-term Treasury obligations that 
may be readily sold or allowed to run off at maturity without re- 
placement, or the longer-term bonds. Long-term high-grade se- 
curities, the market value of which changes with changes in interest 
rates, may be liquidated without loss by shifting so long as interest 
rates do not rise. But any wholesale shifting of such security 
holdings by banks seeking liquidity would certainly entail losses. 
Good investment policy requires, therefore, that the bank be pre- 
pared to hold such securities to maturity if necessary, and look to 
other paper for liquidity. 

Bank Credit and Private Enterprise 

Commercial banks have always played a vital role in financing 
business enterprise. Traditionally this consisted of relatively 
short-term loans to finance current requirements. During booms 
in the stock market, however, banks provided sizable amounts of 
long-term capital through security loans. The outstanding ex- 
ample of this occurred during 1928-1929, 

The depression years of the 1930’$ brought a great decline in 
business loans of banks. At the same time, indirect loans to busi- 
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ness by way of the stock market fell sharply. Banks, therefore, 
sought to replenish their waning supply of earning assets by in- 
vesting in bonds. Because issues of the U.S. Treasury and of state, 
county, and municipal governments offered the best security, it 
was these securities that banks purchased. At the same time, hold- 
ings of bonds issued by business firms were reduced. During 
World War II, however, the shift to bonds in the commercial bank 
portfolios was of even greater proportions. By the end of the 
war over three-fourths of the commercial bank earning assets were 
in investment form and were mainly U.S. Government obligations. 
This overwhelming place of government securities in bank port- 
folios has raised questions in respect to the future role of commer- 
cial banks in financing private business. 

Threats to private enterprise financing . Several reasons can be 
given for questioning the adequacy of the future loan activity of 
the banks. First, the wartime expansion of bank credit through 
the purchase of government securities exhausted the excess re- 
serves available to banks before the war. This condition, how- 
ever, need not be of much consequence in view of the fact that 
bank holdings of short-term Treasury issues provide them with 
ready access to additional reserves through the Federal Reserve 
Banks. 

Second, during the war, many business firms acquired necessary 
funds through government guaranteed loans. Others were the 
indirect beneficiaries of funds created by Treasury borrowing. 
The question arises, therefore, as to the willingness of banks to 
return to making unguaranteed loans in sufficient volume to meet 
the needs of business. This possibility has led to proposals for 
some form of guarantee of bank loans . 8 Should banks show too 
much reluctance in making business loans involving risk, govern- 
ment loan agencies may be created to fill the gap. The banks 
might then find themselves more and more relegated to the posi- 
tion of mere holders of government debt, whereas loan decisions 
determining the fate of private enterprise are taken over by gov- 
ernment bodies. 

8 Cf. Fccles, Marriner S., “Federal Reserve Guarantee of Business Loans Made by 
Chartered Banks,” Federal Reserve Bulletin , May 1947. Mr. Eccles, Chairman of 
the Board of Governors of the Federal Reserve System, supported a proposed amend- 
ment to the Federal Reserve Act to repeal the authority of the Federal Reserve 
Banks to make direct loans to industry and substitute instead authority to guarantee 
loans made by banks to business. 
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Third, the owners’ equity in commercial banks was becoming 
dangerously thin in the lggo’s. The situation was made worse 
by enormous credit expansion based on government obligations, 
which took place during the war. In spite of substantial increases 
in bank capital accounts, which resulted from retention of earn- 
ings, the capital-deposit ratio of insured commercial banks stood 
at 7.6 per cent at the end of 1949. Such a thin capital-deposit ratio 
may have two results unfavorable to an expansion of business 
lending. First, a thin equity raLio tends strongly to make bank 
supervisory authorities adopt highly conservative standards. With 
stockholders providing less than 7 per cent of the funds of banks, 
the margin of protection against risks is extremely low. There- 
fore the influence of bank supervisors, primarily interested in bank 
solvency, must necessarily be on the side of avoidance of risk. 
Loans involving substantial risk elements will be criticized as un- 
suitable. Thus the banker tends to seek riskless outlets for his 
loan funds, an attitude entirely out of harmony with a goal of 
financing the operations of private business. Second, the very 
thin capital-deposit ratio of banks has enabled them to make high 
earnings on invested capital while carrying mainly low-yield risk- 
less investments. For example, members of the Federal Reserve 
System made earnings, after taxes, that were 1 1 per cent of their 
invested capital in 1945, 9.6 per cent in 1946, 7.9 per cent in 1947, 
and 7.2 per cent in 1948. Such high earnings may reduce the in- 
centive for seeking business loans that would give a higher yield. 

How encourage banks to expand business loans? Assuming that 
banks may show a reluctance to assume risks of business loans, are 
there any measures that could be taken to overcome this reluc- 
tance? First, an improved capital-deposit ratio seems to be a basic 
requirement. Legal requirements might well be established to 
bring this about. Such minimum requirements would serve the 
double purpose of compelling bank managers to seek higher earn- 
ings by lending to business and at the same time prevent an in- 
creased absorption of government debt, which is so fervently to be 
desired. 9 This action would doubtless meet with some opposition 
from those whose primary interest is the immediate cost of carry- 
ing the government debt, but any increased cost arising from driv- 

» Cf Ellis, Howard S„ “Central and Commercial Banking in Postwar Finance,” 
Economic Reconstruction , edited by Seymour Harris, McGraw-Hill Book Co., 
1 945* p- 250. 
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ing the debt from the banks into private hands would be cheap in 
view of the benefits to be derived. 

A second approach is that suggested by Professor J. Franklin 
Ebersole . 10 On the basic assumption that loans to facilitate pro- 
duction necessarily involve risks to the lender, he proposes that 
banks be required to establish special reserve accounts for the 
exclusive purpose of absorbing losses arising from those risks. 
Such a reserve for loan losses would be established by withholding 
earnings. To compensate the bank, income devoLed to creating 
such reserve accounts might be freed from income taxes and the 
accumulated fund might be exempt from state and local taxation. 
In this manner a fund to absorb business loan losses would be 
established to supplement the thin capital-deposit ratio. No 
charges could be made to this reserve account except losses suffered 
on loans. Any recoveries on past charge-offs would be credited 
to the account. To compensate for the government subsidy aris- 
ing out of income-tax exemption, on liquidation of the bank any 
residue of such account should go to the Federal Treasury. It is 
Professor Ebersole’s belief that such a plan would help bring about 
a shift away from “atomistic” criticism of bank loans by examiners 
and the development of a broader view of the whole loan port- 
folio. The creation of such reserves would encourage the making 
of promising though doubtful loans bearing interest charges com- 
mensurate with the risk. 

Third, the assumption of risks by banks might be encouraged by 
a carefully guarded loan guarantee system such as that advocated 
by Chairman Eccles. Especially might this meet the needs of 
smaller firms for long-term funds. The plan embodied in the 
proposed amendment to the Federal Reserve Act would authorize 
the Federal Reserve Banks to agree to guarantee varying fractions 
of loans made by banks for a fee commensurate with the risks in- 
volved. Loans guaranteed would be originated by the local bank. 
Fees for guaranteeing loans would be adjusted to cover the prob- 
able losses. Banks, by being able to insure against part of the risk 
by the payment of a given fee, would be better able to assume risks 
than in the absence of insurance. 

Fourth, a reduction in the size of the short-term government 
debt, coupled with limitations on the holdings of long-term gov- 

10 “Government Can Help Banks Make More Jobs/’ Harvard Business Review, 
Winter 3944. 
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ernment securities by banks, would encourage banks to seek busi- 
ness outlets for the lending power so released. 

The expansion of loans to business after the war . The postwar 
experience has indicated that the banks stand ready to make loans 
to business in large amounts when the need appears. During 1946 
business loans of insured commercial banks increased by over $4.5 
billion, or by 48 per cent. During 1947 the expansion was more 
moderate yet even so they rose by 27 per cent. During 1948, 
however, the gain was only 4 per cent and business loans declined 
substantially during 1949 because of the recession in business ac- 
tivity. In spite of the rapid expansion of postwar lending it is not 
entirely clear that the banks are, as a whole, prepared to take an 
active part in the financing of business when substantial risks exist. 
Although in November 1946, 45 per cent of the outstanding loans 
made by member banks bore a rate of interest of 6 per cent or 
over, such loans were only 13 per cent of the dollar value of all 
loans to business. In contrast, over one-half of the dollar value of 
business loans were at rates of interest of less than 3 per cent, and 
one-third were made at rates of less than 2 per cent. 11 When one 
remembers that small loans must bear higher administrative costs 
and are to a large extent being made to borrowers unable to benefit 
from effective interbank competition, the 6 per cent, or higher, 
interest charges on the small fraction of business loans in 1946 can 
hardly be taken to indicate any very active participation of banks 
in business loans involving the sort of risks inherent in accom- 
modating the needs of small business. 

Questions for Study 

1. Why is adequate liquidity a first requirement in arranging a bank's 
portfolio? Why does the banker, nevertheless, wish to avoid exces- 
sive and unnecessary liquidity? 

2. What is meant by a bank's secondary reserve} 

3. What is the point of Garlock’s example about the two country 
banks? 

4. What is Hartzels rule for calculating the required size of a bank's 
secondary reserves? Why does he take local loans into considera- 
tion? 


11 “The Structure of Interest Rates on Business Loans at Member Banks/' Federal 
Resewe Bulletin, July 1947, 
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5. Why are long-term high-grade bonds inappropriate for use as sec- 
ondary reserve? 

6. What merits can you name for each of the following forms of sec- 
ondary reserve: a) Treasury bills, certificates and notes, b) call 
loans, c) open-market commercial paper, d) bankers’ acceptances? 

7. Why does paper eligible for rediscount not fit the requirements for 
secondary reserves? 

8. What, in fact, is the main dependence of banks for liquidity today? 

9. What is a self-liquidating loan? A shiftable loan? 

10. Are the following self-liquidating, shiftable, or neither? 

a) Three-month loans to business to purchase seasonal inventory. 

b) Call loans on the stock exchange. 

c) Three-montli loans to a business having a satisfactory current 

ratio but which, because of lack of seasonal changes, tends to 
borrow continuously. 

d) U.S, Treasury 90 day bills. 

e) High-grade corporate bonds. 

f) Term loans to business for 5 years. 

g) A 5-year real-estate loan. 

11. What differences and what points of similarity exist between the 
liquidity characteristics of shiftable and self-liquidating bank 
assets? 

12. Bank assets based upon fixed capital advances include both loans 
on securities and the ownership of securities. Which form do you 
think preferable from the standpoint of liquidity and solvency? 

15. Why is it said that the banking system as a whole cannot achieve 
a high degree of liquidity? 

14. What reasons may exist for fearing that the preponderant place 
of the government debt in bank portfolios may endanger the will- 
ingness of banks to make business loans involving risk? 

15. What do you think of the proposals for a) Federal Reserve Bank 
guarantee of bank loans to business b) special reserves to handle 
losses arising out of risk loans to business? 
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Bankers’ Acceptances 


In addition to making loans and investments, banks sometimes 
assist in the process of credit extension by guaranteeing the credit 
of merchants through the use of bankers’ acceptances. Bankers’ 
acceptances, as we have already seen, are negotiable drafts drawn 
against a bank, payable at some future date and “accepted” by the 
drawee bank on presentment. This acceptance has the effect of 
binding the acceptor to pay the draft when due. When the accept- 
ing bank is well known and of good credit standing in the com- 
munity, its acceptance is considered prime paper and is much 
sought after by banks for use as secondary reserve and by other in- 
stitutions desiring a highly liquid and sound investment. 

The use of bankers' acceptances . An acceptance of a well- 
known bank can be discounted in the money market at a low rate 
of interest. The owner of a banker’s acceptance, therefore, can 
convert it into cash on favorable terms* When a bank places its 
signature upon a bill drawn against it and thus “accepts” it, the 
effect is to bind the bank to pay the instrument at maturity. For 
this act the bank receives a commission of perhaps i or 1 1/% per cent 
per annum. 1 The commission must be sufficient to compensate 
the bank for its trouble and risk, and yield a modest profit. But it 
need not include any interest charge since the acceptance does not 
involve a loan. The loan funds derived from the acceptance come 


1 The commission charged by American banks for accepting drafts involving 
prime risks probably averaged about 1 per cent per annum on 90-day acceptances 
during the period 1930-1932, The trend is now toward somewhat highei rates with 
banks charging a minimum of ii/ % per cent per annum for accepting di'afts involving 
the best risks. When greater risks are involved the commission charged for ac- 
cepting is often substantially higher. 
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from the bank or other investor, which purchases or discounts the 
acceptance. 

Reasons for the Use of Bankers’ Acceptances 

The American banker’s acceptance is utilized for a variety of 
purposes. These purposes include: (1) to finance American im- 
ports; (2) to finance American exports; (3) to finance trade between 
foreign countries; (4) to finance the storage of goods in foreign 
countries; (5) to finance the domestic storage and shipment of 
goods; and (6) to create “dollar exchange” or enable certain for- 
eign banks to obtain dollars for commercial purposes. They will 
be examined briefly in turn. 

Acceptances for financing American imports. Acceptances aids- 
ing from imports originate in the request of an importer to his 
bank for a letter of credit. This letter, sent to the exporter in the 
foreign country, authorizes him to draw a draft on the bank, pay- 
able at such future time as is called for by the terms of sale. 
Under such an acceptance, the issuing bank agrees to accept and 
pay the draft if properly drawn and accompanied by the bill of 
lading and other shipping documents showing that the goods have 
been shipped. When the foreign exporter draws a draft under 
the letter of credit, he either discounts it at his bank or delivers it 
to his bank for collection. In either event, the draft is forwarded 
to an American correspondent of the foreign bank for presentment 
and acceptance. The draft may then be discounted in the Ameri- 
can money market or held until maturity for the benefit of the 
exporter or his bank. The American accepting bank is thus lend- 
ing its name to assist the American importer to purchase foreign 
goods on favorable credit terms. The importer may obtain the 
documents and possession of the goods either upon his own reputa- 
tion or upon delivery to the bank of a trust receipt or other satis- 
factory security. 

Acceptances for financing American exports . Acceptances aris- 
ing from exports resemble those arising from imports except that 
the request for the letter of credit comes from the foreign buyer 
through his bank. The American exporter is thus permitted to 
draw a draft on the American bank issuing the letter of credit, to 
have the draft accepted, and to discount it in the money market, 
In this way the accepting bank is assisting the foreign buyer to 
purchase goods on favorable credit terms. 
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Acceptances to finance trade between foreign countries . Ac- 
ceptances for financing the storage of goods in or the shipment of 
goods between foreign countries have the result of giving foreign 
businessmen access to the favorable rates of the American money 
market. Thus, for example, an Englishman wishing to sell goods 
on credit to a South American buyer might request that the South 
American arrange, through his bank, for the issuance of a letter of 
credit by a New York bank. If this is done, the English exporter 
ships the goods, draws a draft on the New York bank under the 
letter of credit, and discounts it with his bank. The English bank 
forwards the draft to the drawee bank for acceptance, sells it in 
New York, and transfers the proceeds back to England through the 
foreign exchange market. The American accepting bank is thus 
enabling the South American importer to obtain credit in New 
York for his purchases. 

Acceptances Lo create dollar exchange . The use of acceptances 
for creating dollar exchange involves the drawing of time drafts 
by foreign banks on their American correspondents, which accept 
the same and have them discounted in the local money market. 
The proceeds are then credited to the account of the foreign bank 
in order to provide it with balances against which to draw dollar 
drafts for the benefit of customers who find it necessary to remit 
dollars in payment of debts to Americans. 

The regulations governing such acceptances provide for their 
use only when the “usages of trade” appear to justify it. To in- 
sure against the acceptance of loan bills drawn to profit from ex- 
change rate fluctuations or inLerest rate differentials, the aggregate 
acceptances that can be made for any one foreign bank are limited 
to an amount that the foreign bank can be expected to liquidate 
at maturity out of funds derived from export bills and other nor- 
mal trade sources . 2 

Domestic borrowing through acceptance credit . The law per- 
mits the use of bankers' acceptances to finance both the shipment 
and the storage of domestic goods. Acceptances to finance goods 
in storage must be based upon “readily marketable staples” and 
must be secured at the time of acceptance by warehouse receipts or 
other documents of title. In order that such acceptances shall be 
eligible for purchase by the Federal Reserve Banks they must re- 
main secured until maturity. 

2 Regulation C, Board of Governors of the Federal Reserve System, August «ti, 19 |G- 
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A person or firm having such readily mai'ketable staples in stor- 
age may arrange with an accepting bank to accept a time draft 
drawn against it, secured by documents of title representing the 
stored goods. The documents may be held or released by the 
accepting bank and the drawer of the accepted draft discounts it 
in the acceptance market. 

The accepting bank earns its commission for accepting the bill, 
and the businessman borrower obtains his funds at the relatively 
low rate of discount commanded by a good banker’s acceptance. 
The advantage of borrowing by the use of a banker’s acceptance 
lies in the possibility of getting funds more cheaply than by pay- 
ing the ordinary customers’ rate at the borrower’s own bank. For 
example, in June 1934, the discount rate on 90-day prime bankers’ 
acceptances varied from one-eighth to one-quarter of 1 per cent 
per annum. A New York borrower, able to qualify for acceptance 
credit, could pay an acceptance commission of 1 per cent per 
annum, give the customary profit to the acceptance dealer who 
purchased his bill, and still get his funds at a cost of less than one- 
half of the 3.3 per cent customers’ rate that New York bankers were 
charging at that time. 3 

The decline in customers’ rates charged by banks, which accom- 
panied the “easy money” policy of the late 1930’s and the 1940’s, 
greatly reduced the differential advantage of using acceptance 
credit. Furthermore, the discount rate on bankers’ acceptances 
rose to a more normal figure following the posting of a higher buy- 
ing rate by the Federal Reserve Banks. In September 1948, the 
rate on 90-day prime bankers’ acceptances was 1.19 per cent. 
When an acceptance commission of xl/% per cent was added, the 
combined cost of obtaining funds by acceptance credit amounted 
to 2.69 per cent. At that time the average customers’ rate charged 
by banks in 19 principal cities was 2.21 per cent. Consequently 
acceptance credit was being used but little to finance domestic 
transactions. 

This roundabout extension of credit by the accepting bank 
creates on the liability side of the statement the item “acceptances 
outstanding.” Since the offsetting protection for the liability con- 

3 For a good discussion of the advantages of using bankers’ acceptances to finance 
the domestic storage of goods, see Burgess, W, Randolph, The Reserve Banks and the 
Money Market , 1936, Chapter X, 
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sists solely o£ “customers’ liability,” it follows that the extension of 
acceptance credit involves just as careful scrutiny of the ability of 
the borrower to repay as does a straight loan. To prevent the 
abuse of such credits by American banks, the Federal Reserve Act 
carefully limits and regulates the acceptance powers of member 
banks. 

Regulations governing acceptances. The regulations governing 
die acceptance of drafts by member banks fall under four main 
heads. 4 

1. Maturity . The length of time for which such drafts may 
run is limited to six months’ sight exclusive of days of grace. 

2. Volume, Member banks (including state members author- 
ized by law or charter) 5 may accept drafts to an amount aggregat- 
ing not over 50 per cent of their capital and surplus. 

The Board of Governors will entertain applications from banks 
having a surplus account of at least 20 per cent of their capital for 
power to accept drafts to an aggregate amount of not over 100 per 
cent of their capital and surplus. The application will be ap- 
proved if the Board is satisfied with the standing of the bank and 
is convinced that banking and business conditions warrant it. But 
the aggregate amount of acceptances growing out of domestic 
transactions cannot exceed 50 per cent of the bank’s capital and 
surplus. 

Also, on approval of the Board, member banks may accept drafts 
drawn by banks in foreign countries for the purpose of furnishing 
dollar exchange. Such drafts may have not more than three 
months’ sight to run, exclusive of days of grace. The aggregate 
amount of such drafts shall not exceed 50 per cent of the bank’s 
capital and surplus. This limit is separate and distinct from the 
limits placed upon other types of acceptances. 

3. Purposes. Bankers’ acceptances may be created by member 
banks in order to finance the import and export of goods; to 
finance the domestic storage and shipment of goods; to finance the 

4 Federal Reserve Board, Regulation C. Before the passage of the Federal Reserve 
Act in 1913, national banks were not permitted to accept drafts. State and private 
banks exercised the function to a limited extent, however, before this time. 

5 For a digest of state laws on the acceptance powers of state banks, see Hearings, 
Subcommittee of Committee on Banking and Currency , United States Senate, 71st 
Cong., 3rd sess., S. Res. 71, Appendix, Part 6. 
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stoi'agc of goods in and the shipment of goods between foreign 
countries; and to create dollar exchange. 0 

4. Security . Acceptances arising out of financing the shipment 
of goods in foreign commerce need have no specific collateral 
unless the amount of acceptances made for any one firm or person 
is over 10 per cent of the accepting bank’s capital and surplus. 
Any excess, however, must be secured during the life of the accept- 
ances by attached documents or some other actual security growing 
out of the same transaction. 

Acceptances arising from domestic shipment of goods must be 
accompanied by shipping documents of title at the time of accept- 
ance. This requirement arises from the desire to insure that the 
transaction financed is a self-liquidating one. After acceptance, 
the documents may be released unless the acceptances for any one 
person or firm exceed 10 per cent of the accepting bank’s capital 
and surplus, In this case, the excess requires collateral secu- 
rity. 

In order to indicate their self-liquidating character, acceptances 
arising from the storage of goods either at home or abroad require 
security at the time of acceptance in the form of warehouse receipts 
or other documents of title covering readily marketable staples 
which await reasonably prompt sale or consumption in the orderly 
process of trade or manufacture. Again the law does not require 
that the accepting bank retain the collateral security except against 
the excess above 10 per cent of its capital and surplus. But if the 
acceptance is to be eligible for rediscount or purchase by the Fed- 
eral Reserve Banks, it must remain secured throughout its life. 

Acceptances giving rise to dollar exchange in excess of 10 per 
cent of the accepting bank’s capital and surplus must be protected 
at the time of acceptance by documents of title or other adequate 
security. 

Accepting banks . At the beginning of their experience with 
acceptance credits, many banks without adequate knowledge or 
equipment for acceptance credit work undertook to accept drafts. 

0 The original provisions of the Federal Reserve Act limited the use of acceptance 
powers of member banks to the financing of imports and exports. Later it was 
amended to include the power to accept drafts growing out of domestic shipment 
of goods or based upon documents of title covering readily marketable staples. By 
rulings of the Federal Reserve Board, this power has been construed to apply to 
goods in storage in foreign countries and the shipment of goods between foreign 
countries. 
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Such banks were not in close touch with the principal discount 
markets, with the result that their accepted bills did not command 
the best rate. This fact in turn reduced the advantage of using 
their facilities, so that the number of accepting banks gradually 
declined from about 500 in 1918-1921 to about 164 in 1930. 
These banks were made up of 87 national, 48 state, 10 private, 6 
foreign, and 13 American agencies of foreign banks. 7 

Importance of bankers’ acceptances. Before 1929 the total im- 
port and export acceptances of American banks amounted to about 
50 per cent of the value of our foreign trade. In 1929 and 1930 
the low rates in the American money market were responsible for 
the fact that American acceptances financed 70 per cent of our 
foreign trade. The greatest gain in any one class of acceptances 
was in those arising* out of the storage of goods in and shipments 
between foreign countries, which amounted to only $8,000,000 in 
April 1925, but rose to $560,000,000 in December 1930. 8 Since 
1930 the volume of bankers 5 acceptances has gradually declined. 
At the end of 1949, the total volume of bankers 5 acceptances out- 
standing amounted to only $272,000,000. Of this amount the 
accepting banks held $128,000,000, and other investors held but 
$144,000,000. About one-half of the acceptances held by the 
accepting banks were their own bills, which had been discounted 
for the convenience of the person presenting them for acceptance. 
Such bills constitute temporary loans until the acceptance is sold 
in the acceptance market. At this time the Federal Reserve Banks 
were holding no bankers 5 acceptances. The distribution of the 
origins of the acceptances was as follows: 


Based on U.S. imports $184,000,000 

Based on U.S. exports 49,000,000 

Dollar exdiange 1,000,000 

Based on goods stored in the U.S 30,000,000 

Based on goods stored abroad 9,000,000 


The modest amount of import and export acceptances in the face 
of the heavy foreign trade of the year 1949 reflects the great im- 
portance of intergovernmental credits in postwar foreign trade and 
the modest place of private credit. 


7 American Acceptance Council, Pacts ami Figures Relating to the American 
Money Market , 1931, pp. 7-8. 

8 American Acceptance Council, Facts and Figures Relating to the American 
Money Market , 1931, pp. 13-14. 
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Questions for Study 

1. Why do bankers’ acceptances command a low rate of discount? 

2 . Why are banks willing to accept drafts drawn against them? Who 
provides the money when credit is extended by the use of accept- 
ances? 

3. Can you explain the process by which acceptances of American 
banks can be used to a) finance American import? b) finance an 
American export? 

4. Do you understand why, in the 1925-1930 period, there was such 
a great expansion of American bankers’ acceptances in financing 
trade between and storage of goods in foreign countries? 

5. What is meant by acceptances to create dollar exchange? 

6. Can you explain why domestic borrowers sometimes found it of 
advantage to use domestic acceptance credit rather than to borrow 
directly from their own banks? Why has this advantage largely 
disappeared? 

7. How explain the low level of bankers’ acceptances since the war? 



Part IV 

Banking Systems 
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U. S. Banking Before 1913 


A. HISTORICAL SURVEY OF BANKING DEVELOPMENTS CAN BE JUSTI- 

fled here only as a means of illuminating current banking prob- 
lems and practices. Ideally, perhaps, current questions should 
be treated as they arise by reference to their historical antecedents. 
But the need to avoid excessive repetition limits the extent of such 
a procedure. It may be helpful, therefore, to sketch briefly some 
of the outstanding events and developments in our banking his- 
tory. 


Banking Before the Civil War 

Early America, like all new and vigorous countries with many 
resources to exploit, was capital hungry. Savings accumulated all 
too slowly. Specie was scarce, as were money lenders, so quite 
naturally there existed a demand for banks, for bank note expan- 
sion provided an effective way to get trade capital and natural 
resources into the hands of enterprisers. 

Land banking vs. commercial banking . Even in the days before 
charters were issued to banking corporations, a division between 
land banking and commercial banking appeared among the 
private banks. As early as 1741 a land bank was organized in 
Boston, which issued circulating notes against land and mortgages. 
These notes were payable, without interest, after twenty years. 
The bank, highly popular with the general public but violently 
opposed by the conservative elements of the community, was out- 
lawed by act of Parliament the following year. 

In 1733 and again in 1740, groups of merchants and traders of 
Boston organized private banks to discount short-term commercial 
notes and issue pidvate bills of credit. These bills acquired a 

*43 
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popularity and value much greater than that of the Colonial bills, 
for they were paid off punctually in specie. These private mer- 
chant bankers were the forerunners of the commercial banks of 
later times. 

One of the most sought after and readily available types of prop- 
erty in early America was land. Speculators, eager to buy govern- 
ment land, clamored for banks to provide the money. It was quite 
natural that banks were chartered for this purpose and that the 
loans made by such banks were tinged with personal favoritism 
and politics, and characterized in many cases by a gross absence of 
secuxdty. In addition, state governments sometimes organized 
banks to finance such internal improvement ventures as turnpikes, 
canals, railroads, and bridges. These various note-issuing banks 
were especially vulnerable to collapse and failure, both because of 
the open-handed and reckless manner in which many were oper- 
ated and because of the inherent instability of land values, which 
comprised the basic security for their loans. Moreover, the ex- 
cessive quantities of cheap riioney created by these banks periodi- 
cally supported speculative booms, which later collapsed. 

In contrast to the banks that issued notes against land were 
those which confined their activities to making short-term loans to 
commercial houses. The currency issued by the latter type of 
banks proved much more sotmd and the banks themselves were 
able, in the long run, to command public confidence. It was this 
fact which helped to establish the rule, accepted among banking 
theorists if not by the general public, that note-issuing and deposit- 
creating banks should avoid loans on land and other fixed proper- 
ties and confine their lending to merchants and other businessmen 
for short-term purposes. In spite of the attractions of sound com- 
mercial banking, agricultural interests, with their needs for long- 
term credit on reasonable terms, have never believed that it ade- 
quately meets their requirements. Consequently, we find that 
rural banks have frequently, and to their sorrow, become deeply 
involved in long-term agricultural credit based on land. In addi- 
tion, the pressure for easy money and credit from agricultural areas 
has left its mark on our monetary and credit institutions. 

Problem of incorporation . There was considerable dispute in 
the fifty years preceding the Civil War as to the propriety of con- 
fining banking privileges to incorporated banking firms. In 
general, banks of deposit were permitted to operate privately, but 
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banks with the right to issue notes were required to incorporate, 
although private banks frequently issued notes in spite of the 
efforts of the law and the incorporated banks to prevent them from 
doing so. 

The first incorporated commercial bank appears to have been 
the Bank of North America, established in Philadelphia by Robert 
Morris in 1782. It financed the short-term needs of merchants and 
was soundly operated. By the year 1836, the number of banks 
organized under state charters had reached about seven hundred. 
Their note issues made up a large fraction of the total currency 
of the country. 1 

The importance of note issue . Before the Civil War, bank 
notes furnished the major part of the nonspecie currency of the 
country. Outside the cities particularly this was the case. The 
use of checks drawn against demand deposits is feasible only when 
individuals using them have confidence in the credit standing and 
honesty of each other and when facilities are available to accom- 
plish prompt presentment. Naturally, at a time when transpor- 
tation and communication were but poorly developed, the use of 
engraved notes of banks payable to the bearer was superior in 
most cases to the use of checks. The relatively great importance 
of bank notes is well illustrated by the reported condition of 1 1 
New York City and 11 country banks in 1829. 2 


Cash dr 

Loans an d Hue fro m 

Discounts Capital Notes Deposits Banks 

City banks $16,702,467 $11,252,160 $3,528,623 $4,448,088 $2,970,978 

Country banks. . 6, 185,520 2,906,413 3,137,510 1,042,865 1,127,124 

It was not until after the Civil War that deposits became substan- 
tially larger than bank notes. This can readily be seen in Chart 
9. It is not surprising, therefore, that the banking legislation of 
the times placed a good deal of emphasis upon regulation of the 
note-issuing powers. 

Evils of bank note currency . The characteristic of bank notes 
that makes them adaptable to the economic circumstances of 
pioneer societies is also a source of weakness, as the experiences 


1 Board of Governors of the Federal Resen e System, Banking Studies, 19 ji, 
pp. 6, 8* 

2 Chaddock, Robert The Safety Fund Banking System in New Yoik State, 
1829-1866, N. M. G, t igxo, pp. 239-340, 
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of the early banks indicate. Even in the absence of any effective 
means for presentment and redemption, bank notes could be issued 
and kept in circulation, since they bore the appearance of money 
itself. Redemption was made difficult by the fact that banks were 
deliberately set up in remote and inaccessible places, far from the 
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Chart g. Bank Notes and Deposits. Source: Banking Studies, p. 13, published 
by the Board of Governois of the Federal Reserve System. 

centers of trade. The notes were then loaned by agents in other 
districts. In the West such banks earned the title of “wildcat 
banks,” because of the penchant of their organizers to locate deep 
in the woods, out of reach of such disagreeable persons as brokers 
and agents of other banks who were bent upon presentment of 
bank notes for specie. Not only were bankers prone to set up 
their banks in inaccessible places, but they also put many obstacles 
in the way of payment to persistent collectors who actually dis- 
covered the den of the “wildcatter.” A favorite practice was to 
pay out small change, a process making for prolonged periods of 
delay and embarrassing transportation problems. Moreover, 
public sentiment favored the bankers by condoning the ingenious 
practices developed to avoid redemption . 3 This situation opened 
the way to abuses. A bank that was able to keep a large volume 
of its notes in circulation could expand its loans by this amount. 
Indeed, some bankers even exchanged bank notes for property. 


3 Dewey, Davis R., Stale Banking Befote the Civil War, N. M. C., 19 io, p. 74. 
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Under such uicumslances it was easy for hanks to issue an exces- 
sive quantity of notes that could not be redeemed in specie if occa- 
sion demanded. The banker, lulled into repose by his success in 
avoiding redemption, often maintained an entirely inadequate 
specie reserve. Furthermore, there was a strong temptation to 
issue bank notes against purely speculative ventures, thus feeding 
the fires of speculative fevers and causing subsequent collapse and 
disaster. 

The result of all this malpractice was widespread confusion and 
uncertainty in currency matters. Some bankers, through sound 
operations and prompt redemption, kept their notes circulating 
at par with specie. Others all too frequently failed to follow the 
example of the sound banks and found their currency accepted at 
varying discounts. The effects of these conditions on business 
affairs are well described in the following quotation from Whit- 
ney’s The Suffolk Bank: 4 

The business man of today knows little by experience of the 
inconvenience and loss suffered by the merchant of sixty years ago 
arising from the currency in which debts were then paid. . . . The 
merchant of 1818, receiving payment in bank-notes, assorted them 
into two parcels, current and uncurrent. In the first he placed 
the notes issued by the solvent banks of his own city, in the other 
the bills of all other banks. Upon these latter there was a dis- 
count, varying in amount according to the location and the credit 
of the bank issuing them. How great the discount was he could 
learn only by consulting the '‘Bank Note Reporter,” or by inquir- 
ing at the nearest exchange office; and he could avail himself of 
them only by selling them to a dealer in uncurrent money. He 
could neither deposit them nor use them in payment of his notes 
at a bank. The discount on them varied from one per cent up- 
ward, according to the distance the bills had to be sent for re- 
demption and financial standing of the bank by which they were 
issued. Many banks were established in remote places mainly for 
the purpose of making a profit on circulation. The more distant 
they were from the business centers, the more expensive it was to 
send their bills home for redemption, and the more difficult it 
was for the general public to know their true financial condi- 
tion. . . . 

The situation was further disturbed by the fact that counter- 
feiting of bank notes became popular. The multitude of issues 
made the practice easy. The West and South, particularly, suf- 


4 As quoted by Root, L. Carroll, in Sound Currency, June 1, 1895, p. 276. 
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fered from the currency troubles. All merchants kept bank note 
reporters at hand in order to determine the value, if any, of cur- 
rency presented in the course of trade. Not only were as many 
as 5,400 counterfeit notes catalogued in one bank note reporter, 
but also genuine notes were acceptable at varying discounts, de- 
pending upon the possibilities and costs of redemption. 5 

The Suffolk Bank . The multitude of currencies issued by the 
banks of the early i8oo’s was troublesome to bankers themselves 
as well as to businessmen. Particularly, the banks of Boston were 
troubled by the variable issues of the banks in the surrounding 
territory. Such currency, although acceptable at banks only at 
discounts determined by the time and trouble involved in pre- 
sentment for payment at the issuing bank, circulated readily among 
merchants and others in the community. The notes issued by the 
banks of Boston were acceptable at par and consequently were 
held by persons wishing to pay debts to or make deposits in the 
Boston banks. This condition restricted the issue of notes by 
the banks of Boston and put them at a disadvantage in comparison 
with banks outside. In 1825, therefore, the Suffolk Bank insti- 
tuted a “par collection system*’ for bank notes and abolished the 
discount on foreign bank notes. 

The Suffolk Bank of Boston agreed to act as a collection agency 
for the other six banks of the city. It received notes on out-of- 
town banks, originally at a slight discount but later at par. In 
turn it made arrangements with the other New England banks to 
redeem their notes in Boston, provided such banks maintained a 
deposit of $2,000 or more, free of interest, in addition to the 
amount required to redeem the notes. In return for this the 
banks maintaining deposits with the Suffolk Bank were allowed to 
deposit, at par, for credit on the day following their receipt, all 
notes of any New England bank of good standing. A bank that 
refused to join the system found its notes presented for collection 
at the bank itself in the same manner as the Federal Reserve Banks 
presented checks on nonpar banks during the “par collection con- 
troversy.” The results were favorable. The majority of the 
banks found it expedient to co-operate. Within six months’ time, 
the circulation of Massachusetts banks outside of Boston decreased 
$382,371, and that of the Maine banks decreased $336,819. The 


5 White, Horace, Money and Banking, Boston, Ginn & Go., pp, 405-406. 
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circulation of the Boston banks, in the meantime, increased $283,- 
497. Thus New England came to possess a high-grade currency 
acceptable at par and subject to the check of continuous redemp- 
tion. 0 

The First Bank of the United States . Even a brief discussion 
of early banking history of the United States cannot omit reference 
to the two banks of this period which were chartered by the Federal 
Government. The First Bank of the United States was estab- 
lished in 1791, with its main office in Philadelphia and branches in 
New York, Boston, Baltimore, Washington, Norfolk, Charleston, 
Savannah, and New Orleans. It issued a limited volume of bank 
notes, acted as fiscal agent for the government, and served to re- 
strain excessive note issue of state banks, which were becoming 
numerous, by forcing them to redeem their notes in specie. This 
it could do by rejecting notes which were not convertible and by 
making such notes nonacceptable by the Treasury, for which the 
Bank was fiscal agent. Unfortunately, upon the expiration of its 
charter in 1811, the friends of the Bank were unable to overcome 
the political opposition of those who feared the growth of money 
monopoly and the extension of the power of the central govern- 
ment. Much was made of the fact that British capitalists owned 
over two-thirds of its capital. This argument was particularly tell- 
ing in view of the strained diplomatic relations then existing with 
England. The charter was not renewed, and the only uniform, 
sound bank note currency capable of wide circulation in the 
country at that time was lost, along with a powerful and effective 
aid to government financial operations. The country was left to 
face the financing of the War of 1812 with only the unreliable 
state-chartered banks to support it. 

The number of state banks increased from 88 to 208 in the four 
years from 1811 to 1815, while their note issues increased 
from $23,000,000 to $1 10,000,000. In 1814 most of the banks out- 
side New England suspended all pretense of redemption of notes 
in specie, and the currency system of the country was badly de- 
moralized. It was the opinion of Secretary Gallatin that much 
of this could have been avoided had the First Bank of the United 
States continued to function. 6 7 The suspension of specie payments 
by the state banks sadly embarrassed the government, which was 


6 Root, L. Carroll, Sound Currency, June 1, 1895, pp. 377-879. 

7 Hepburn, A. Barton, A History of Currency in the United States, 1915, p. 90. 
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unable to transfer what funds it possessed in the form of bank 
deposits from one district to another to meet varying needs. 8 

The Second Bank of the United States . The chaotic condition 
of the banking system led many to favor a new bank, similar to 
the First Bank of the United States, and on April 10, 18 1 6 , a bill 
was approved by President Madison granting a charter for the 
Second Bank of the United States. During its first two years the 
Bank was the victim of mismanagement, but beginning with 1819, 
under the new and conservative management of Mr. Langdon 
Cheves, it assumed its place as an effective, conservative bank and 
fiscal agent for the government. Through its branches it forced 
specie redemption upon the state banks. Bank notes deposited 
with it by customers or received from the Treasury as govern- 
mental revenues were presented for redemption. Banks that re- 
fused to redeem their notes found them rejected and not acceptable 
for payments to the Treasury. 

The action of the Bank in exerting pressure upon state banks 
to maintain their notes at par provoked the hatred of banks of the 
West and South, which had been the worst offenders against sound 
banking. Depression brought distress to debtors, who were easily 
persuaded that the Second Bank of the United States was causing 
all their troubles by curbing the activities of the state banks. 
When the time of the expiration of the old charter arrived, the 
Bank was embroiled in a political quarrel with President Jackson, 
and a renewal of its charter by the Federal Government became 
impossible. The Bank therefore disposed of its branches, ob- 
tained a charter from the state of Pennsylvania in February, 1836, 
and for some time continued to operate. After difficulties in the 
panic of 1837 it finally closed in 1841. 

The Safety Fund System of New York . Another early attempt 
to improve banking conditions took the form of a mutual guar- 
anty fund out of which creditors of failed banks were to be paid. 
The state of New York adopted the “Safety Fund System” in 1839. 
Between that year and 1839 new charters were granted to 93 
banks under the Safety Fund law. These banks were chartered 
by a special act of the legislature but were required to conform to 
the law as a prerequisite to obtaining a charter. 

Each bank which obtained a charter was required to contribute 
annually to the fund 1/9 per cent of its paid-up capital until it had 


8 White, Horace, Money and Banking , 1896, p. 272, 
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paid in an amount equal to 3 per cent of its capital. After the 
assets of failed banks had been liquidated, any deficiency owed to 
the banks’ creditors was to be paid out of the fund. As the fund 
became depleted, further assessments of the same nature were to 
be made. 

The Safety Fund System did not achieve all of the goals for 
which its founders hoped. Bank failures of 1841-1842 exhausted 
the Fund, and the State supplied the deficiency for which it was 
subsequently reimbursed. After 1842 the Fund was relieved of 
further obligation for payment of deposits of failed members and 
was therefore liable only for note issues. This reduction in lia- 
bility of the Fund enabled it to meet additional losses on notes, 
and before its termination in 18 66, to reimburse the State for 
previous advances. 9 

The free banking system. The state of New York inaugurated 
another plan, which was destined to color the banking practices 
of the United States, when it adopted the “free banking 'system” 
in 1838. This came as a reaction against the banking monopoly 
created by special chartered banks. 

Free banking involved two principles. First, banking was to be 
made a “free trade,” open to all without discrimination or favor- 
itism. Second, banks were to issue notes only against the security 
of proper collateral sufficient to insure ultimate redemption. It 
was incumbent upon the state, therefore, to lay down the rules 
under which banks might be organized and notes issued. 

At first, the free banking system worked badly in New York. 
The comptroller was authorized to issue circulating notes to any 
association organizing itself as a bank and depositing with him 
the obligations of the United Stales or any individual state, or 
real estate mortgage bonds. Twenty-nine free banks failed dur- 
ing the first five years, with resultant substantial losses to note- 
holders. These banks had an aggregate circulation of $1,233,374, 
secured by stocks, bonds, and mortgages having a face value of 
555, 338. On liquidation, however, they were sold for only 
$953,371, which permitted payment of the bank notes at 74 cents 
on the dollar. To correct the evil of depreciation in the value 
of securities pledged for the protection of bank notes, amendments 
were made in the law to permit only the use of bonds of the 

9 Chaddock, RoberL E., The Safety Fund Banking System in Nciu York State , 1829- 
1866 , N. M. C. 1910, p. 336, 
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United States and the state of New York and qualified rnort- 
gages, 10 

The free banking system proved popular. Ohio adopted it in 
1845, Illinois in 185*, Indiana in 1852, and Wisconsin in 1853. 
Free banks were for the most part primarily interested in the 
issuance of notes* Since the system was designed to insure the 
safety of bank note holders, it is not surprising that little, if any, 
provision was made for regulating banks except in regard to note 
issue. Because of the acceptance of low-grade securities as col- 
lateral for the notes, even protection for noteholders was not 
achieved. The outbreak of the Civil War found many of the 
free banks in Illinois owners of obligations of southern states 
which rapidly fell in value. 

Evils of free banking. The system of free banking naturally 
led to many abuses. Principally, it facilitated the development 
of wildcat banking, as is well illustrated by the following quo- 
tation: 11 

In practice it was hardly necessary for the bank to have a place 
of business if its notes were secured, and I remember that in some 
instances where attempts were made in Illinois to present notes for 
redemption at the bank’s counter no counter was found, but 
merely a hired room in some place remote from any railway sta- 
tion and situated on some bottomless prairie road. As the coun- 
try banks had a decided advantage over the city banks in the way 
of nest-hiding, the latter resorted first to the device of not paying 
out their own notes at all, but borrowing those of Eastern banks 
instead. Facilities for travel were too good, however, in the East. 
The notes paid out in Illinois and Wisconsin went home to be 
converted into New York and Boston funds too rapidly. So the 
city bankers went to the State of Georgia and started a lot of subor- 
dinate banks there, with whose notes they flooded the Northwest 
from Chicago as a radiating point. None of these currency mills 
actually failed, but the rate of exchange on New York was meas- 
ured by the cost of sending the notes to their several Georgia 
houses for redemption, which cost was at that time considerable. 
The Western free banks for the most part went down in the crash 
of 1857, and again in that of 1861, and their securities being 
pressed on the market simultaneously sank to low figures, the notes 
falling even lower than the securities. Whatever may have been 
the design of the lawmakers (and there is no reason for doubting 

10 Annual Report of the Comptroller of the Currency > 1876, pp. XXIII-XXIV. 

31 White Horace, “Wildcat Currency Experience/' Sound Currency , December 1, 
1894. 
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that it was good), it turned out to be a mere scheme to enable 
speculators to sell bonds to the public, and continue to draw the 
interest themselves. It was possible under these laws for a man 
to borrow, say, $100,000 of State bonds, deposit them with the 
auditor, receive from him circulating notes, buy wheat with these 
notes, send the wheat to New York, and sell it for money with 
which to buy more bonds to deposit with the auditor; and so 
round and round. This was actually done in some cases, and it 
was considered an effective way of procuring an adequate supply 
of money. 

Examples of good banking during period. The period was not 
without its examples of good banking, even in that part of the 
country noted for wildcatting. Both South Carolina and Indiana 
operated state-owned banks with singular success. Each bank had 
the right of note issue without any collateral requirement; each 
operated branches; and each was blessed with sound management. 
The Bank of the State of South Carolina was founded in 1812 and 
was finally liquidated in 1870 after many years of useful existence. 
The State Bank of Indiana was established in 1834 and operated 
as a state-owned institution for 25 years, when its business was 
absorbed by a newly organized but privately owned bank of the 
same name, which operated successfully until 1866, when the tax 
on state bank note issues caused it to liquidate. 12 There were also 
privately owned banks that stood out in bold relief against the 
general mass of low-grade banking of the times. One of these was 
the State Bank of Ohio, which maintained 36 branches and was 
a model of excellence. 13 Also, the requirements of the Louisiana 
banking law of 1842 were models of good commercial banking 
practice. Banks operating under it successfully weathered the 
crisis of 1857 that took a heavy toll among weaker banks. 14 

Conclusion. This short survey of early banking events and de- 
velopments shows vividly the defects of the currency and banking 
facilities of the times. It also shows some of the steps taken to 
meet the difficulties which arose. These events and actions, in 
many cases, left a definite imprint upon our banking development. 
Many of the later laws and practices have been designed to avoid 
the mistakes of the past. Some of the early events and the effects 


12 Davis, Andrew M„ The Origin of the National Banking System , 1910, 

PP* 374 ” 386 . ' 

is Ibid pp. 386-387. 

14 Board of Governors of the Federal Reserve System, Banking Studies , 1941, p. 11. 
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they had on later banking lam and practices are enumerated 
below. 

First, in contrast to the successful operation of banks engaged in 
financing commerce and industry the land banks had an unhappy 
experience, which left its mark on later banking history. It was 
no accident that national banks were originally prohibited to lend 
on real estate. This prohibition, it will be remembered, remained 
until 1913. 

Second, the Safety Fund System indicated the possibility of some 
form of mutual insurance of bank liabilities. Out of its experi- 
ence came the conviction that assessments should be based upon 
the volume of a bank’s insured liabilities rather than upon its 
capital stock. Furthermore, an innovation was introduced by 
constitutional amendment of the State of New York, to the effect 
that holders of bank notes should be preferred over bank deposi- 
tors and other bank creditors. This was accomplished by giving 
noteholders a prior lien in case of liquidation of the bank. This 
favoritism to noteholders has continued down to the present day. 
It was true of the national banking system when national bank 
notes were being issued, and it is still true of Federal Reserve note 
issues. The reasons generally given for granting preference to 
note-holding creditors over deposit-owning creditors of banks are: 
(1) Bank note holders are involuntary creditors, since they receive 
bank notes of all kinds in the ordinary course of trade, with little 
opportunity to reject the unsound notes. Depositors, on the other 
hand, may choose their bank. (2) Noteholders are usually work- 
ing people, of the poorer classes, who are less able to bear losses 
due to bank failures than the more well-to-do classes who carry 
bank deposits. 

Third, it was a common practice among early banks to operate 
without what would now be called “sound capital.” Laws gov- 
erning incorporated banks were notoriously loose in this respect. 
Although nominal capital was normally high, wide latitude existed 
in respect to amounts to be actually paid in. Frequently but a 
small amount of specie was contributed by stockholder's, for it was 
considered entirely proper that stockholders should give their 
promissory notes in payment of their stock subscriptions. It was 
confidently expected that profits idealized from the bank’s opera- 
tion would enable stockholders to retire their notes shortly. 
Equally dangerous was the common practice of allowing stock- 
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holders to borrow on the pledge of their bank stock. The pro- 
ceeds of loans of this kind might be used either to complete install- 
ments due on the stock subscription, or for business ventures. It 
is evident that such a capital structure was inadequate to give 
proper support to the bank liabilities when difficulties arose. The 
lessons learned in the early period' were applied to national banks 
and to the modern state banks. Quite uniformly laws governing 
the organization of banks now require cash payment of stock sub- 
scriptions. They also prohibit banks from making loans on the 
security of their own stock. 

Fourth, the free banking experience left its indelible mark on 
the banking system of the times. Commercial banking is now 
uniformly “free” in the sense that banks are incorporated under 
the general banking laws without special legislative grants of char- 
ters. Furthermore, bank note issue became uniformly based upon 
the free banking principle of deposit of collateral security with 
some public authority. In addition, a lesson was learned in re- 
spect to the quality of collateral used. With the inauguration of 
the national banking system, national bank notes were issued 
only against the deposit of U.S. bonds with the Treasury of the 
United States. Today, Federal Reserve notes are based upon 
special collateral deposited with a representative of the Board of 
Governors of the Federal Reserve System. 

Fifth, the early banking developments indicated clearly the 
necessity of some method of requiring banks to redeem their notes. 
Only when effective redemption facilities are available will sound 
currency and a sound banking system be possible. The Suffolk 
Bank* System indicated this fact clearly, and the need for redemp- 
tion of notes was anticipated in the laws governing national banks. 

Finally, an outstanding difficulty that arose among early banks 
was the inadequacy of specie or lawful money reserves. To a con- 
siderable extent this inadequacy arose from lack of adequate means 
of presenting notes for redemption. Success in avoiding redemp- 
tion led many banks to pay little heed to the need for cash reserve. 
As a result, there was little limit to the amount of notes that banks 
could issue and lend save the statutory limit commonly set at an 
amount equal to the bank’s capital. But such capital, as already 
noted, failed generally to bring in much specie and frequently was 
largely fictional. With the creation of the national banking sys- 
tem this difficulty of inadequate cash reserves was rigorously at- 
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tacked. Reserve requirements were set by law for banks of vari- 
ous classes. Originally these requirements applied to both note 
issues and deposit liabilities. Some early state banks also were 
required to carry definite amounts of cash reserves. New York at 
first required the free banks to carry 12I/2 per cent reserves against 
outstanding notes. This requirement was removed in 1844. Be- 
ginning in 1842, Louisiana banks were required to carry reserves 
equal to one-third of their combined note and deposit liabilities, 
whereas the remainder of their notes and deposits might be repre- 
sented only by short-term notes of not over three months. By 
1858, Massachusetts adopted a reserve requirement of 15 per cent 
against bank notes and deposits. Gradually the practice of re- 
quiring reserves against liabilities increased until all state banks 
as well as national banks now have such requirements. 

The National Banking System 

Congressional provisions for a national currency . As early as 
1861 it was proposed that United States bonds should be made 
available to support the issue of a sound and uniform currency. 
It was hoped that such a scheme would have the double advantage 
of stimulating the government bond market and of furnishing the 
country with a currency secured by the obligations of the govern- 
ment. The War made it imperative that the government should 
be able to obtain necessary funds; at the same time it was important 
that the disadvantages of an uncertain currency be avoided if 
possible. 15 Nevertheless, it was not until March 3, 1863, that 
there was passed “An act to provide a National currency, secured 
by a Pledge of United States Stocks, and to provide for the Circula- 
tion and Redemption thereof.” 10 This act was the legal begin- 
ning of the national banking system. That the main interest of 
Congress in passing this act was centered upon the currency ques- 
tion is evident from the title. The following year (June 3, 1864), 
the original law was repealed and a new law enacted, incorporating 
some changes that appeared, in the light of previous experiences, 
to be desirable. 17 This law, like its predecessor, prescribed in 
minute detail the requirements pertaining to note issue, but little 

15 Davis, Andrew M., The Origin of the National Banking System, N.M.C., 191a, 
PP- 

1G is Stat. L., 665. 

n 13 Stat. L„ 99. 



V. S. BANKING BEFORE 1913 257 

attention was given to the discount and deposit functions of the 
national banks. 

Provisions of the National Banking Act. The main provisions 
of the law governing the setting up and operation of national banks 
should be noted for they have constituted the legal basis for the 
commercial banking development in the United States. 

Administration of the new National Banking Act was placed in 
the hands of an official known as the Comptroller of the Currency. 
The Comptroller is appointed by the President and operates under 
the general direction of the Secretary of the Treasury. His duties 
are many and his authority is wide. It is to him that applicants 
for national banking charters must go and the decision to grant or 
withhold a charter turns upon the Comptroller’s opinion as to the 
applicants’ fitness and the community’s banking needs as well as 
on technical compliance with rules governing organization. It is 
the Comptroller who maintains a corps of examiners responsible 
for the annual examination of each national bank. It is he who 
requires periodic reports of the condition of national banks and 
under the law sets forth operating regulations. Until the creation 
of the Federal Deposit Insurance Corporation, in 1934, a repre- 
sentative of the Comptroller, as receiver, presided over the last 
rites of defunct national banks. All in all, the Comptroller has 
been and is a powerful figure in our banking system. 

Intent on creating a sound banking structure, Congress estab- 
lished rigid capital requirements for the new national banks. 
Minimum capital requirements varied according to the popula- 
tion of the city in which the bank was organized. These require- 
ments were: 

$ 50,000 in cities of not over 6,000 inhabitants 

100.000 in cities of from 6,000 to 50,000 inhabitants 

200.000 in cities of over 50,000 inhabitants. 

At least one-half of a bank’s subscribed capital was to be paid in 
before starting business, with the remainder to be paid within 
five months. Moreover, taking warning from past evils, Con- 
gress forbade banks to lend on their own stocks. To encourage 
growth of owners’ equity, national banks were originally required 
to apply one-tenth of their net profits to the accumulation of a 
surplus until the latter amounted to 20 per cent of the capital. 
Today the minimum capital requirements are the same as given 
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above with two exceptions. First, banks newly organized, and 
not merely converting from state to national charters, must now 
sell their stock at a premium so as to create a paid-up surplus of at 
least 20 per cent of the capital before beginning business. Second, 
all national banks must now devote at least 10 per cent of their 
net profits to surplus accumulation until the surplus account equals 
the capital stock. 18 Double liability was attached to national bank 
stock and remained until 1937. It is evident that the national 
banking system achieved a much more substantial capital structure 
than existed for many banks in the earlier period. 

In 1900 a concession was made to small towns by reducing the 
required minimum capital for banks in towns of not over 3,000 
inhabitants to $25,000, whereas $50,000 had previously been the 
minimum. This change was made for the purpose of stimulating 
the organization of banks under national instead of state charters, 
since state laws quite generally permitted the organization of banks 
with a capital of $25,000 and sometimes less. It was not until the 
passage of the Banking Act of 1933 that the minimum require- 
ment was restored to $50,000. 

Newly organized national banks, before commencing business, 
were originally required to purchase a certain amount of United 
States bonds and deposit them with the Treasurer of the United 
States. This amount was fixed at not less than $30,000 and not 
less than one-third of the bank’s capital. The requirement was 
later modified and, in 1917, was removed altogether. This pro- 
vision for the purchase of government bonds was the foundation 
for the new currency to be issued by the national banks. Follow- 
ing the practice established by the free banking laws, Congress 
granted national banks the privilege of issuing their notes on the 
basis of government bonds placed in the hands of the Treasurer. 
Each bank was entitled to receive national bank notes from the 
Comptroller to an amount not over 90 per cent of par or market 
value of the deposited bonds, whichever was the smaller. The 
maximum note issue for any one bank was limited to the amount 
of its capital. Later, as government bonds bearing the “circu- 
lating privilege” rose substantially in value, national banks were 

18 Special capital requirements are imposed on national banks that operate 
branches outside the town or city limits o£ the parent bank. Furthermore, the 
total capital o£ a national bank operating branches must equal the sum of the 
minimum capital requirements for establishing separate national banks at the 
location of the parent and all the branches. 
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allowed to issue notes to the full par value of bonds deposited with 
the Treasurer. Holders of national bank notes thus had at all 
times the protection afforded by the government bond collateral. 
But to make doubly sure that holders of these notes would not 
suffer loss, should a national bank fail properly to redeem its notes 
the holder could “protest” them. The Comptroller was then 
empowered to take possession of the bonds pledged to secure the 
note circulation and to give notice that the notes might be re- 
deemed at the Treasury. The Treasury might dispose of the 
bonds, and any deficiency appearing after the redemption of the 
notes was chargeable as a prior lien against the assets of the bank. 

At first the total circulation of national bank notes was limited 
to the wholly inadequate amount of $300,000,000. But as con- 
version of state banks to national charters in the East became wide- 
spread, it became apparent that no circulation privileges would 
remain for the West and South, where the existing banking system 
had generally collapsed, and the organization of new national 
banks was slow. The limits were therefore modified and in 1875 
were entirely removed. 

In return for the privilege of note issue, the banks were orig- 
inally required to pay an annual tax amounting to 1 per cent on 
their outstanding notes. This tax was reduced in igoo to one-half 
of 1 per cent. 

The origin of resewe requirements for national banks. The 
original national banking law required the newly founded na- 
tional banks to carry lawful money reserves against both deposits 
and circulating note liabilities. These reserves were to be 15 per 
cent for all banks outside of certain designated reserve cities. 
Three-fifths of this amount might be carried as a deposit in banks 
in the reserve cities for redemption of notes. The reserve city 
banks, in turn, were required to choose a national bank in New 
York City as a redemption agent for their notes and might carry 
one-half of their required 25 per cent reserves on deposit with that 
bank. The New York banks were required to carry a 25 per cent 
reserve in cash. By 1874 it had become apparent that national 
bank notes had acquired such a reputation for soundness that re- 
demption was seldom required. After 1874, therefore, the hanks 
were no longer required to carry reserves against their note issues 
or to maintain redemption funds in other cities. Instead, each was 
required to maintain a deposit of lawful money at the Treasury 
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equal to 5 per cent of its notes in circulation. Out of this fund 
the Treasurer of the United States was authorized to redeem the 
bank’s notes as presented. The required reserves against deposits 
remained as before until modified by the establishment of the 
Federal Reserve System. As we shall see a little later, these re- 
serve requirements failed to insure the maintenance of cash pay- 
ments by the national banks in time of crisis. Present-day re- 
serve requirements for banks belonging to the Federal Reserve 
System are based upon the classification of country, reserve city, 
and central reserve city banks, which had its origin in the old na- 
tional banking system. 

Reaction to the national banking law . The response of the 
bankers to the new national banking law was disappointing. 
Existing state banks found it more profitable to retain their state 
charters with their note-issuing privileges than to come under the 
restrictions of national charters. By the end of 1864 there were 
only 638 national banks, with a circulation of $67,ooo,ooo. 10 Con- 
gress therefore passed an act on March 3, 1865, which, with later 
amendments, levied a 10 per cent tax upon any bank or individual 
paying out or using state bank notes. 20 One of the amendments 
permitted state banks to be converted into national banks wdiile 
retaining existing branches. The prohibitory tax on state bank 
notes, as well as the leniency shown toward branch banks, tended 
to increase the number of conversions from state to national char- 
ters. By the end of 1865 national banks had increased in number 
to 1,585, with a circulation of $5 13, 000, 000. 21 

Expanding the powers of national banks . The national banks 
have from the first been subjected to more rigorous regulations and 
have been more limited in their powers than the state banks. The 
state banks were able to make real estate loans, were usually free 
to carry on investment banking functions, and were frequently 
permitted to lend more than 10 per cent of their capital stock to 
one borrower, to own corporate stock, and to organize as trust com- 
panies. Furthermore, because of more favorable reserve require- 
ments against time deposits, they were able to absorb the bulk of 
the savings deposit business. The national banks attempted to 
obtain some of the advantages of state charters by organizing state 

19 Hepburn, A. B., A History of Currency in the United StateSy 1915, p, 310. 

20 1 3 Stat. h. y 469; 14 Stat. L,, 146. 

21 Hepburn, op. cit. , p, 311. 
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bank affiliates with power to lend on real estate, to engage in trust 
company business, and to compete for savings bank deposits. This 
arrangement was available only to the larger banks. The smaller 
national banks could not afford two separate organizations. 

The advantages enjoyed by the state banks are reflected in the 
figures for the relative number of state and national banks shown 
in Chart No. 10. This relationship has not changed appreciably 
since 1940. 



Chart 10. Commercial Banks in the United States. Source: Banking Studies, 
p. 15, published by the Board of Governors ot the Federal Reset ve System. 


In what appears to have been a vain attempt to overcome the 
advantage of state charters, the powers of national banks have been 
gradually increased. To accomplish this, the following changes 
were instituted: 

1. The national banks outside of central reserve cities were 
given power to make a limited amount of first-mortgage loans 
on improved farm land for a period of not over five years, and on 
city real estate for not over one year. Later (1927 and 1935) 
these privileges were expanded. 

2. Under the Federal Reserve Act of 1913, national banks can 
apply to the Board of Governors of the Federal Reserve System 
for permission to qualify as trust companies. 

3. The Federal Reserve Act permits national banks to carry 
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lower required reserves against time deposits than against de- 
mand deposits. 

4. At various times the limit on the size of individual loans of 
national banks has been relaxed. In 1906 the limit was made 
10 per cent of a bank’s capital and surplus instead of the previous 
rule of 10 per cent of the capital alone. In 1919 and 1937 excep- 
tions were added to bring the law to its present form. 

5. The double liability feature of national bank stock was 
abolished in 1937. 

National bank notes . In spite of the stress laid upon regulating 
the issuance of national bank notes, their importance was in many 
ways overshadowed by the growth of deposit banking. More and 
more people found it convenient to utilize checking accounts 
rather than currency for many types of payments. The loans of 
banks, therefore, led to demand deposit rather than to bank note 
expansion. Nevertheless, national bank notes provided a highly 
necessary and desirable part of our currency supply during the 
years of their existence. Although they could not be readily 
varied in quantity to meet seasonal changes in currency require- 
ments, i.e.j they were inelastic, they did provide a currency of un- 
doubted soundness. This was a great gain over the uncertain 
issues of the state banks. 

Bonds having the “circulation privilege” did not include those 
issued after our entry into World War I. As a result, the supply 
of collateral for national bank note issue tended to become scarce. 
This mattered little after the establishment of the Federal Reserve 
System, which provided adequate amounts of elastic currency. But 
during the liquidity crisis of 1932, Congress amended the banking 
laws to permit national banks, for a period of three years, to issue 
national bank notes against any United States bonds bearing less 
than 3 3 /g per cent interest. Under the provisions of this act, the 
issue of national bank notes was expanded by about $300,000,000, 
reaching a peak of $938,000,000 in February 1934. The privilege 
expired in 1935 and in anticipation the circulation of national 
bank notes was reduced again to its earlier volume. However, 
in July and August 1935, the Treasury used part of the profit 
derived from the devaluation of the dollar to retire the remaining 
bonds which retained the circulation privilege. This action left 
national bank note issues with no available bond collateral. The 
Treasurer of the United States held cash funds instead of bonds 
as collateral for outstanding national bank notes. The notes were 
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therefore put into “process of retirement'* and became the liabil- 
ity of the Treasury. As they wear out and are sent in to the 
Treasury they are retired from circulation and the banks that send 
them in are reimbursed out of the Treasury’s cash. By the end 
of January 1950, all but $89,000,000 in national bank notes had 
been retired. 

Difficulties Arising Under the National Banking System 

The national banking system successfully met the problem of 
establishing a sound and uniform currency. National bank notes, 
backed by government bonds and the pledge of redemption by the 
United States Government, could hardly have been excelled for 
security. Moreover, the national banks themselves were a very 
substantial addition to the banking facilities of the country, par- 
ticularly in the West and South, where banking had been chaotic. 
They furnished the backbone of the development of a commercial 
banking system on the discount and deposit basis at a time when 
deposit banking was becoming a more important function of 
American banking than note issue. 

Seasonal variations in business. Nevertheless, there were some 
definite weaknesses in the financial and banking structure, which 
the national banking system failed to meet successfully. These 
weaknesses grew out of the seasonal character of American business 
activity and the tendency of banks to deposit surplus cash funds 
with city correspondents who undertook to pay interest and return 
the funds on demand. 

The effects of seasonal variations in business activity on the 
banking system are very significant. In the UniLed States there 
are two pronounced seasonal periods of expansion, one in the 
spring, the other in the fall. The latter is accentuated by the 
harvesting and marketing of crops. To serve the country com- 
petently, the banks should be prepared to make loans and pay out 
currency to meet the needs as they arise. For this purpose, un- 
used reserves are required during the slack season. 

The movement of excess and legal reserves to the money centers . 
It is possible that the original redemption system set up for bank 
notes, with its privilege of carrying part of the legal reserves with 
the city redemption agents, was partially responsible for the prac- 
tice of sending excess funds to the money centers. At any rate, it 
soon became a firmly established habit for banks in the interior to 
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send their unused cash to Chicago and New York. The move- 
ment of funds to and from New York is well shown in Table 14, 
which gives the average monthly currency receipts and shipments 
of the New York banks for the years 1905 to 1908. 

TABLE 14 

Cash Receipts and Shipments of New York Banks * 

(Monthly Averages for the Years 1905 to 1908) 


Month Shipments Receipts 

January $33,079,000 $114,354,000 

February 32,180,000 47,821,000 

March 47,097,000 54,097,000 

April 65,212,000 64,972,000 

May 35,568,000 68,759,000 

June 37,570,000 64,275,000 

July 38,969,000 53,795,000 

August 69,236,000 36,576,000 

September 88,553,000 25,899,000 

October 109,547,000 30,422,000 

November 87,451,000 31,384,000 

December 78,439,000 57,317,000 


* Kenimerer, Walter, Seasonal Variations in the Relative Demand for Money and 
Capital in the United States , N. M. C., igio, pp. 77-79. 


It was the New York banks that were most successful in attract- 
ing these seasonal deposits, owing largely to the outlet for loanable 
funds in the New York stock market. The competition for 
bankers’ balances among the so-called “Wall Street Banks” was 
keen, and the interest rates they offered were excessive. Before 
the crisis of 1873, seven of these banks held between 70 and 80 per 
cent of the bankers' deposits. At the same time their cash reserves 
were slightly below the legally required 25 per cent. 22 This situ- 
ation naturally developed out of the competition of these banks 
and their desire to make profits. Circumstances induced them to 
expand their loans to the maximum on the basis of country bank 
deposits whenever borrowers were available. During stock mar- 
ket booms, reserve ratios tended to stay at the minimum allowed 
by law. It necessarily followed that a reversal of the flow of cash 
from New York to the interior, banks put great pressure upon the 
New York banks to liquidate their loans. To illustrate this point, 
in 1872 the loans of the seven banks referred to above were 

22 Sprague, O. M, W., Crises Under the National Banking System^ N. M. C., 1910, 
pp. 115 - 24 . 
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$80,000,000 in July and $61,000,000 in October after the autumn 
withdrawals by country banks had occurred. This was a loan 
contraction of 24 per cent. 23 

The result of loan contraction by Neiu York banks . The effect 
of this drastic contraction of loans by New York banks may be 
easily visualized. The loans reduced were mainly call loans to 
finance speculators on the stock exchange. To pay off their loans, 
borrowers had to do one of two things. They might and did at 
times, when the money market was functioning normally, borrow 
elsewhere to repay the bank which was calling their loans. Dur- 
ing the autumn withdrawals, this recourse was not available to 
any great extent. The only course open, therefore, was to sell 
securities held on borrowed funds. Only thus could the borrower 
build up checking account balances in banks, out of which he 
could discharge his debts. Again, when times were normal and 
public confidence in the future was high, the borrower had little 
trouble in paying his debt, since buyers for his stock readily ap- 
peared if the price was favorable. In times of excessive specula- 
tion, when stock prices were pushed so high as to cause a genuine 
fear of future values, the speculator-borrower found himself with 
no market for his securities. The lower prices fell, the more 
general became the refusal of others to buy stock. There followed 
an acute panic in security prices, a situation which has often pre- 
ceded a major depression in business. 

The alternatives to loan contraction. But what of the banks 
at such a time? If loans could not be called because securities 
could not be sold, the banks found it impossible to reduce their 
deposit obligations. If their reserve ratios were already at the 
minimum prescribed by law, they were in die position of having 
to choose between shipping currency to the interior and allowing 
reserve ratios to fall below the legal limit, or maintaining their re- 
serve ratios but defaulting on their promise to return country 
bank funds on demand. The first choice, which was followed in 
1873, would have been the more desirable one from the stand- 
point of public policy. At other times the city banks followed 
the second method, with the result that a bankers' panic and gen- 
eral suspension of cash payments by banks developed. When 
this happened, the effect upon business was paralyzing*. Country 


23 Sprague, op, cit. 
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banks refused to purchase drafts drawn on commercial houses in 
the cities because they could not be collected. The movements 
of trade were therefore hindered. Exchange on New York sold 
in Chicago at a discount of $30 per $1,000 in August, 1893, in the 
midst of the third crisis of that year. Banks struggled to improve 
their reserve ratio by reducing loans, which further embarrassed 
businessmen. Locally, currency sold at a premium in terms of 
bank deposits. 

Because the city banks carrying bankers’ balances held almost 
no excess reserves, they were compelled to choose between a con- 
traction of loans, a reserve ratio below the legal limit, or suspen- 
sion, whenever there was a decline in such balances held by them. 
During the crises of 1893 and 1907, particularly, they preferred to 
suspend cash payments rather than allow their reserves to fall much 
below 25 per cent. Critics of the system have been inclined to 
place a large part of the blame for the difficulties upon the rigid 
reserve requirements. The law, as it stood, did not forbid banks 
to allow reserves to fall below the legal limit. It merely forbade 
the making of new loans and the paying of dividends while banks 
were in that condition. True, this was somewhat awkward for 
the banks, but it was not sufficient cause for suspension. It was the 
attitude of the banks toward the reserve limit rather than the 
reserve limit itself that was at fault. Either the New York banks, 
open to largely predictable seasonal pressure from country bank 
withdrawals, should have willingly utilized their reserves in time 
of need, or they should have maintained reserves above the 25 per 
cent limit for such emergencies as were certain to arise. 

The need for elasticity , The banking and currency situation 
proved, therefore, a most trying one. As the banking system 
actually operated, it failed miserably to give the country a smooth- 
functioning banking service in keeping with its needs. As we 
observed earlier in this discussion, the trouble arose out of the 
inability of the system to adapt itself to the seasonal needs of busi- 
ness. It should be noticed that the ebb and flow of funds from 
the country areas into the city banks was not only a seasonal oc- 
currence but a cyclical one as well. In slack years, country bank 
balances crowded the central money markets; while during pros- 
peidty, the tendency was toward a reversal of the process. This, 
in itself, was not so important a factor in causing difficulties as 
were the seasonal movements. When harvesting and grain-mov- 
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ing time came, the agricultural banks required currency to meet 
the needs for money in hand-to-hand circulation. The autumn 
rise in general business also added to the currency requirements. 
Banks needed their cash both for payment into circulation and as 
a reserve basis for new loans. Stating the situation in a somewhat 
different way, the banking system needed seasonal elasticity of 
some sort to enable it, without strain, to make new loans and pay 
out cash when seasonal needs arose. In practice, a seasonal ex- 
pansion in the demand for loans and currency in the interior re- 
quired a sharp curtailment of loans on the stock market at least; 
at its worst, it precipitated a general collapse. 

This raises the vital question of how a banking system can 
achieve the required elasticity. So far as mere currency require- 
ments are concerned, the ability of banks to shift their demand 
deposit liabilities into note liability form would meet the situa- 
tion. Then loans and deposits on existing cash reserves need not 
be reduced. For this reason the critics of the national banking 
system placed a large part of the blame for the trouble upon the 
national bank notes. They were, it was alleged, inelastic in na- 
ture because they were secured by government bonds. 

Why national bank notes were inelastic. There are several 
reasons why national bank notes were not responsive to the needs 
for currency. First, since they were issued against government 
bonds, the maximum volume of notes was limited by the amount 
of government debt bearing the circulation privilege. 

Second, the available bonds often sold at such a high premium 
as to destroy the advantage of their purchase and use as collateral 
for note issue. 

Third, it was impossible for an individual bank to meet its cur- 
rency needs by the purchase of bonds with the circulation privi- 
lege. The premium at which they sold meant that a bank would 
perhaps lose more cash than it received in the form of notes. 
Moreover, a considerable delay was involved in the process. Ob- 
viously, then, a bank could make a seasonal increase in its currency 
only on the basis of bonds already owned or upon borrowed bonds. 
The latter were used to a limited extent. 

Fourth, since seasonal elasticity could be obtained only by issu- 
ing notes against bonds already in possession of the bank, it would 
have been necessary in the off seasons to retire notes from circula- 
tion while retaining the bonds. Here we have the real cause of 
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the inelasticity of national bank notes. No self-respecting banker 
would care to retire his notes and hold the low-yield United States 
bonds. In fact, his notes were in general circulation and seldom 
reappeared at his bank, and hence could hardly be retired. The 
only alternative remaining to accomplish a reduction of currency 
was the sending in of legal tender currency to the Treasury. This 
practice, of course, would be unprofitable if interest could be ob- 
tained from city correspondents for the deposit of such currency. 
Whenever a banker’s supply of cash exceeded the existing local 
needs, he promptly sent it to his city correspondent, who in turn 
utilized it as a basis for credit expansion in the city markets. 
Under the circumstances, regardless of the type of note issue that 
might have been permitted, short of one with no fixed top limit, 
bankers issued all the notes allowed and sent in surplus lawful 
money to the money centers in slack times. Consequently, they 
found themselves unable to issue more notes during the busy 
season. This was certain to be the result unless a bank’s note- 
issuing powers were not completely exhausted before bank notes 
had satisfied the local currency needs. Then further note issue 
would have become superfluous. 

The real source of elasticity of credit and currency. The real 
secret of the inelasticity of loans and currency of the national 
banking system lay in the unwillingness of banks to refrain from 
utilizing their funds in the speculative markets. The source of 
elasticity in a banking system, as is so ably pointed out by L. W. 
Mints , 24 is in the maintenance by banks in slack times of unused 
reserves in an amount sufficient to care for later needs. Because 
of their desire for competitive profit, the New York City banks, 
which carried the lion’s share of the bankers’ balances, failed to 
carry a sufficient margin of unused reserves to enable them to meet 
the interior’s changing demands for currency. In other words, 
they did not perform the duty that their position imposed upon 
them. 


Emergency Measures to Meet the Banking Crises 

The place of the Independent Treasury System. After the 
Second Bank of the United States ceased to function as the fiscal 
agent and depositary of the Federal Government, Treasury funds 

24 “The Elasticity of Bank Notes/’ Journal of Political Economy , August 1930, 
Vol. 38. 
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were deposited in state banks. Many of these failed, however, in 
the crises of 1837 and again in 1839 to the considerable embarrass- 
ment of the Treasury. Congress, therefore, established the Inde- 
pendent Treasury System, which was to hold specie and notes of 
specie paying banks received as revenue. It was originally estab- 
lished in 1840, was abolished in the following year, and finally 
re-established on a permanent basis in 1846. Whenever Treasury 
receipts exceeded disbursements the cash reserves of the banks 
tended to fall. On the other hand, excess disbursements by the 
Treasury tended to increase bank reserves. Moreover, after the 
national banks were established, they might be used as depositaries 
of part of the Treasury funds, at the option of the Treasury. Any 
shifts in the amount of funds deposited in the national banks also 
affected the volume of available bank reserves. 

T reasury aid to banks. In times of money stringency, the banks 
clamored for aid from the Treasury, which normally held substan- 
tial amounts of currency. During the panic of 1873, the Treasury 
placed about $13,000,000 in the money market by purchasing 
bonds for sinking fund retirement. During the troubles of 1890, 
the Treasury disbursed nearly $70,000,000 in the redemption of 
bonds. In 1893 similar action was taken. In 1907 the Treasury 
aided banks by depositing with them $36,000,000 between Oc- 
tober 19 and October 31, 25 while it more or less regularly expanded 
its deposits with the “pet banks” each autumn as crop-moving time 
arrived. 

Clearinghouse loan certificates. The banks themselves utilized 
clearinghouse loan certificates as a means of preserving a semblance 
of normal operations in the face of restrictions on currency pay- 
ments. These loan certificates were issued by the clearinghouse 
committee to member banks with debtor clearinghouse balances 
that could noL be met in cash without impairment of reserves. 
The certificates, bearing interest and properly secured by the de- 
posit of collateral by the debtor bank, were acceptable among the 
local banks in settlement of clearinghouse balances. 

The use of loan certificates was frequently coupled with a re- 
fusal by banks to cash checks unless presented by a depositor will- 
ing to take credit on his own deposit account, or by a clearinghouse 
bank that would take payment in such loan certificates, so that 


25 Sprague, op. cit ., pp. 40-41, 139, 363. 
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settlement could be made without any loss of cash. Under this 
arrangement., banks were able to withstand withdrawals arising 
from purely local runs or local business transactions. They might, 
in some instances, even expand loans to borrowers who had to 
meet local commitments. 

Although the clearinghouse loan certificates permitted the func- 
tioning of local deposit currency, they did little to care for the 
needs for actual currency. For instance, their use would not 
enable New York banks to pay out currency to their country cor- 
respondents. Neither would it facilitate the meeting of local 
currency demands. Certified checks and cashier’s checks were 
sometimes used to supplement the use of ordinary checks. In 
1873 eight cities resorted to the use of clearinghouse loan certifi- 
cates; in 1884 New York alone issued them; in 1893 they were 
issued in eight cities; and in 1907 they were issued in 42 cities. 20 

Clearinghouse checks . To meet the need for actual hand-to- 
hand currency, clearinghouse associations issued loan certificates 
(or their equivalent) in small denominations, engraved to resemble 
currency. These were acceptable by the banks for deposit and, 
of course, were redeemable in legal money when suspension was 
over. In 1907 about $35,000,000 of this illegal emergency cur- 
rency was issued. 27 

Emergency currency under the Aldrich-Vreeland Act of 1908 . 
The acute banking crisis of 1907 resulted in the passage of an 
emergency currency law which provided for the voluntary organi- 
zation of incorporated national currency associations by national 
banks. Such associations could apply to the Comptroller for addi- 
tional circulating notes to the amount of 90 per cent of the value 
of state and municipal bonds offered as collateral and 75 per cent 
of the value of other paper and bonds. 

The total amount of such emergency currency was not to exceed 
$500,000,000. To assure its retirement, a tax was levied against 
the notes, varying from an annual rate of 5 per cent for the first 
month up to 10 per cent for the sixth and subsequent months. 
No occasion arose for the use of the privileges of this act before 
it expired June 30, 1914. In the meantime, however, the Federal 
Reserve Act had been passed. Since the reserve banks could not 
be put into operation before the expiration of the old emergency 

26 Sprague, op, cit, pp. 45, 6a, 112, 143, 145, 180, 289. 

27 ibid., p. 452. 
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currency law, Congress incorporated into the Federal Reserve Act 
a one-year extension of the old act, with modifications to include 
state member banks under its privileges and with other minor 
changes, including a lowered tax rate* 

The outbreak of war in Europe put great pressure upon the 
American banking system, and the banks quickly availed them- 
selves of the privilege of obtaining emergency currency. Forty- 
five national currency associations were organized, with 2,197 
members, which were authoidzed to issue $386,444,215 in new 
currency. 

The Source of Elasticity of Currency and Credit 

Seasonal valuations in business create very definite variations 
in the need for currency and credit. To some degree the needs 
of one part of the country may not coincide with those of other 
parts, thus allowing a dovetailing of cash requirements among 
different banks. Whereas some banks are under pressure to ex- 
pand loans and pay out currency, others are not. Any arrange- 
ment that permits the excess reserves of banks in one area to be 
made available for use in others introduces an element of elasticity 
into the whole system. A comprehensive system of branch bank- 
ing partially achieves this result. Even under a unit banking sys- 
tem such as ours there are ways in which this dovetailing of de- 
mands can be brought about. For example, large borrowers can 
resort to the open market and thus tap the unused funds of banks 
outside their own territory. Excess funds may be pooled by de- 
posit in banks in the money centers where the shifting funds of 
individual banks tend to create a sustained fair-weather fund on 
which the money market may draw. Banks may and often do 
borrow from each other. All of these practices existed to some 
extent under the old national banking system but proved inade- 
quate to meet the needs of times of acute crisis. 

Need for a central bank . Neither the dovetailing of require- 
ments nor the many emergency measures described above held a 
satisfactory solution to the problem of bank panic and suspension 
in time of crisis. The only effective cure lay in the maintenance 
of an adequate supply of unused reserves on which banks might 
draw. Privately owned banks, operating competitively and for 
profit, will not willingly accumulate idle cash reserves so long as 
there exists an adequate loan outlet to acceptable borrowers who 
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ostensibly are willing to repay on short notice or call. Therefore 
such banks cannot be relied on to provide the excess reset*ves in 
slack periods needed to provide the expansion needed at other 
times. Instead, such action is properly one of the functions of the 
central bank. It was a recognition of the crying need for such an 
institution in the American banking system that led to the estab- 
lishment of the Federal Reserve System. 

One vital distinction between central banks and other banks 
lies in the fact that custom, tradition, or law sets sufficient curbs 
upon the profit-seeking motive to insure that central bank affairs 
are administered with an eye to proper public policy. Central 
banks normally provide other banks with reserves, either in the 
form of deposits with the central bank or in the form of notes. 
So long as the central bank itself carries sufficient reserves to en- 
able it to make new loans, either in the general market or directly 
to other banks, it can, by so doing, expand the reserves of other 
banks almost at will. This is, of course, the reason why the profit 
motive of a central bank must be restrained, since otherwise It 
■would be likely to behave in the same manner as the Wall Street 
banks. 

Questions for Study 

1 . Why, in the early days, was there so much popular enthusiasm for 
bank loans based on land? 

2. Why did the early commercial loan banks succeed so much better 
than did the land banks? 

3. Why did early banking laws pay so much attention to the note 
issuing function? 

4. Where did wildcat banks get their name? Why were their note 
issues so often in default? 

5. What forward step toward sound banking was taken by the Suf- 
folk Bank? 

( 5 . In what manner could and did the First and the Second Bank of 
the United States impose restraint upon the state bank note issues? 

7. What was the Safety Fund System of 1829? What is its present- 
day counterpart? 

,8. What principles incorporated in the early state free banking sys- 
tems were later found in the national banking system and in the 
Federal Reserve Banks? 

9. What advance in banking was accomplished by the establishment 
of the national banking system? 
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10. a) What was the basis oi the national bank note issue? 

b) Why did not the national bank note supply respond readily to 
seasonal and cyclical changes in the need for money in circu- 
lation? 

c) What finally became of the national bank notes? 

11. What part did each of the following play in the development of 
periodic crises in the national banking system before 1913: 

a) Seasonal variations in business. 

b) The bond security requirements for national bank notes. 

c) The attraction of Wall Street for excess cash reserves of coun- 
try banks. 

d) Legal reserve requirements. 

e) Absence of a central bank carrying excess reserves. 

12. What steps were taken to ease the banking crises: a) by the Treas- 
ury; b) by the clearinghouses. 

ig. What was the purpose of the Aldrich-Vreeland Act of 1908? 

14. Why is a central bank essential for credit and currency elasticity? 
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The Nature of the Federal Reserve System 


The aldrich-vreeland act of 1908, which provided for tem- 
porary issues of emergency currency by groups of national banks, 
sought also to provide the basic groundwork for fundamental 
banking reform. Consequently, it created a National Monetary 
Commission, which carried out an extensive investigation into 
banking history and current banking practices both at home and 
abroad. The results of its studies, made by trained economists, 
have been published and furnish a voluminous source of historical 
information on banking experiences before 1910. In addition, 
the Commission prepared and recommended a banking reform 
measure known as the Aldrich Bill, which provided for the for- 
mation of a National Reserve Association to be capitalized at not 
less than $100,000,000. It was to have its head office in Washing- 
ton, to comprise 15 branches, and to be owned by the member 
banks. The central bank would have power to rediscount paper 
for its members, hold deposited reserves without interest, and deal 
in the open market in United States bonds. It might issue cur- 
rency against its general assets, provided a 50 per cent cash reserve 
was maintained. 1 The bill was introduced in 1912 but was not 
passed. It became a controversial question in the presidential 
election of that year, with the Democratic platform flatly opposing 
the establishment of a central bank but advocating a systematic 
revision of the banking laws to provide temporary relief and pro- 
tection from the “Money Trust.” 2 The Democratic victory of 


1 Willis, H. Parker, The Federal Reserve System, New York, The Ronald Press 
Gompany, pp. 81-82. 

2 Ibid<, p. 103. 
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that year meant the end of the Aldrich Bill. In its place was 
passed the Federal Reserve Act of 1913. Instead of one central 
bank with branches, it provided for the setting up of a regional 
system of not less than eight nor more than twelve reserve banks. 
Thus the fear that the new system would be dominated by the 
Money Trust was allayed. Over the whole system was the Federal 
Reserve Board, which had general supervisory powers. Actually 
twelve districts were established, with a Federal Reserve Bank in 
each. 


The Federal Reserve System As a Central Bank 

T he functions of the Federal Reserve System . The Federal Re- 
serve System, like other central banks, performs a variety of func- 
tions. These functions fall naturally into two major categories. 
The first involves the System’s responsibility for making available 
and controlling the cash reserve funds of the commercial banks. 
In this category lies the responsibility for (1) the liquidity of indi- 
vidual commercial banks, i,e tJ the availability of cash to meet ir- 
regular cash needs; (3) the elasticity of currency and credit needed 
to meet seasonal and other requirements of the economic system; 
and (3) such control of the volume of reserve cash as may best pro- 
mote economic stability and employment. The primary functions 
of any central bank fall into this category. These are the func- 
tions that necessitate the development and application of what is 
called central bank credit policy , consideration of which must be 
postponed until a later chapter. 

The second category of functions of the Federal Reserve System 
includes the performance of numerous tasks essential both to the 
smooth and proper working of the commercial hanking system 
and to the convenience of the United States Treasury. In spite 
of their routine and ministerial character, these tasks or functions 
are highly important. But they seldom involve the considerations 
of high policy that characterize the exercise of the control over 
credit. Included in this second category is the task of operating 
the Federal Reserve check collection system and wire transfer 
service, which we have already examined in Chapter xo. In addi- 
tion, there are the vital functions performed for the Treasury as 
its *fiscal agent. In this capacity the Federal Reserve Banks collect 
and hold on deposit for the Treasury billions of dollars worth of 
checks each year received from taxpayers and other sources of 
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government revenue. They also pay government checks and 
bond coupons. In addition, the Federal Reserve Banks act as 
intermediaries between the Treasury and the money market when 
the Treasury wishes to issue securities, and they may, within limits, 
lend directly to the Treasury. 

The Federal Reserve System and the availability of bank re- 
serves. As was indicated above, one o£ the primary functions of 
the Federal Reserve System is to provide additional cash reserve 
funds needed by the commercial banks. The need for such addi- 
tional cash by individual banks arises from their losses of cash in- 
cident to their normal hanking operations. If such individual 
banks are to be able to function normally and properly, they need 
a “lender of last resort” to which they may confidently turn when- 
ever seasonal and irregular losses of cash cause an impairment of 
required reserves. The commercial banks as a whole system re- 
quire additional cash reserves because of seasonal and other de- 
velopments that bring increased currency and reserve require- 
ments. 

In order that the Federal Reserve Banks may be able to meet 
the above needs, they must carry sufficient cash reserves of their 
own to enable them safely and legally to advance the funds re- 
quired by the commercial banks and by the money market. Con- 
sequently, it is of the utmost importance that the reserve banks 
carefully refrain from following the practice of commercial banks, 
which tend to expand their loans to the maximum dictated by 
individual profit motives. Instead, the reserve banks, as central 
banks, must extend credit in the light of the over-all public need 
rather than with an eye for profits. In other words, it requires a 
“credit policy” divorced from earnings. 

Because of their dependence upon the Federal Reserve Banks 
for liquidity, the member banks quite naturally carry their cash 
reserves in the form of notes and deposits of the reserve banks. 
This is a common practice of commercial banks wherever central 
banks exist. Two advantages accrue from it. First, to increase 
their reserve balances, member banks tend to deposit standard 
money, or claims to such money, in the Federal Reserve Banks thus 
tending to concentrate the standard money supply in the hands of 
the Federal Reserve Banks. This increases the size of the stand- 
ard money pool held by the reserve banks and with it their power 
to make loans to banks needing accommodation. Second, because 
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the notes and deposits of the reserve banks require only fractional 
standard money reserves, the lending power of the reserve banks is 
several times larger than it would be were they limited to lending 
standard money only. 

The general structure of the Fedeuil Reserve System. The 
foundation upon which the Federal Reserve System rests is the 
member banks. All national banks and the more important state- 
chartered banks are members of the system. The member banks 
purchase stock in and therefore own the Federal Reserve Banks of 
their own district. Furthermore, they elect two thirds of the 
board of directors of each Federal Reserve Bank. 

Technically, each of the twelve Federal Reserve Banks acts as a 
central bank for its own district. It carries the deposited reserves 
of its member banks and it lends them cash reserves when more are 
needed. In actual practice, however, the Federal Reserve System 
as a whole should be thought of as comprising a central bank for 
the whole country. Through the unifying influence of the Board 
of Governors of the Federal Reserve System and the Open Market 
Committee, whose specific functions will be considered later, the 
policies and activities of the twelve individual reserve banks are 
closely tied together. In many ways their operations resemble 
those of a single central bank with twelve branches. Therefore, 
as a point of departure in the study of central banking in the 
United States, we shall examine the combined asset and liability 
statements of all of the Federal Reserve Banks. 

The Federal Reserve Banks 

We may best understand the operations of the Federal Reserve 
Banks by examining the combined statement of their assets and 
liabilities in Table 15. 

The cash assets of the Federal Reserve Banks . The cash assets 
of the Federal Reserve Banks come from three main sources: the 
contributions of member banks through stock subscriptions, de- 
posits of cash, and the issue of Federal Reserve notes in exchange 
for cash. 

The purchase of Federal Reserve Bank stock, mentioned above, 
is of relatively small importance. At the beginning, member 
banks paid for such stock in cash; but today they pay for increased 
subscriptions with drafts against their balances or deposits in the 
Federal Reserve Banks. 
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Much more important is the deposit of cash (gold certificates 
and Treasury issues) for credit at the reserve banks. Member 
banks utilize such cash as it accumulates in their hands to increase 
their reserve balances in the Federal Reserve Banks. The Treas- 
ury likewise deposits gold certificates and other cash with the re- 

TABLE 15 


Statement of Condition of All Federal Reserve Banks, May 25, 1949 
(In millions of dollars) 


Assets 


Liabilities 


Gold certificate reserve ... 

23,116.5 

Federal reserve notes 


23,240.9 

Other cash 

276.8 

Deposits: 



Discounts & advances 

171.1 

Member bank reserve 


Industrial loans 

0.6 

accounts . . 18,026.6 


U.S. Government securities: 


U.S. Treasurer 



Bills 4,213.6 


general 



Certificates .... 6,747.8 


acc't 

667.5 


Notes 359.1 


Foreign 

482.6 


Bonds 8,370.6 


Other 

495.3 


Total government 


Total deposits . . 


19,672.1 

securities 

19,691.1 




Federal reserve notes of 


Deferred availability 

items 

2,127.8 

other banks 

98.9 

Other liabilities . . . . 


12.8 

Uncollected items 

2,312.8 

Capital accounts: 



Bank premises 

32.4 

Capital paid in . . 

204.4 


Other assets 

181.8 

Surplus (sec. 7) . . 

466.7 




Surplus (sec. 13b) 

27.5 




Other capital 





accounts .... 

130.0 




Total capital accounts 

828,6 



Total liabilities 

and 


Total assets 

45,882.5 

capital acc'ts . 



45,882.5 

serve banks to replenish balances drawn against to 

purchase im- 


ported and newly mined gold and silver. Hence inci'eases in the 
supply of monetary gold, as well as silver purchases, tend to in- 
crease the cash holdings of the Federal Reserve Banks. On the 
other hand, when gold is exported the gold certificate reserve of 
the reserve banks declines. 

A third way in which the Federal Reserve Banks, in the past, 
have increased their cash reserves is to pay out Federal Reserve 
notes into circulation in exchange for gold and gold certificates. 
Under present conditions, with gold entirely removed from cir- 
culation, further increases in reserve bank cash from this source 
are impossible. 
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The earning assets of the Federal Reserve Banks. The Federal 
Reserve Banks hold three main classes of earning assets. The first 
is “discounts and advances/* which represent loans to and redis- 
counts for member banks as well as acceptances purchased in the 
open market. This class of earning assets is relatively small as 
may be readily seen by reference to Table 15. A second class of 
earning assets is the very insignificant item of “industrial loans/’ 
a few of which are still outstanding. United States Government 
securities constitute the third and most important class of Federal 
Reserve Bank earning assets. These securities were acquired in 
the open market during World War II to help member banks meet 
the credit and currency requirements of the times. The com- 
position of the reserve bank holdings of government securities is 
modified from time to time in response to policy changes. Earn- 
ing assets of the Federal Reserve Banks are important for two 
reasons. First, they represent die contributions of the reserve 
banks to the country’s currency supply and to the supply of mem- 
ber bank reserves. Second, it is from these assets that the Federal 
Reserve Banks derive the income with which they pay their operat- 
ing expenses and dividends on capital stock. 

Federal Reserve Bank obligations . The outstanding liabilities 
of the reserve banks are deposits and notes. These obligations 
originate in the same manner as do those of ordinary banks — 
namely, from the deposit of cash and the making of loans. Fur- 
ther, they resemble the deposit and note obligations of ordinary 
banks in another way: to the owners of such obligations they are 
the equivalent of cash. 

It thus happens that the cash resources of ordinary banks are 
made up mainly of the obligations of the reserve banks; to a lesser 
extent, silver certificates and United States notes constitute a part 
of the currency held by banks. Moreover, deposits in banks other 
than the reserve banks are the equivalent of cash to a depositing 
bank and are especially important in the case of nonmember banks. 
But variations in the cash resources of member banks and cur- 
rency in hand-to-hand circulation consistently reflect variations in 
the obligations of the reserve banks. 

Deposits of the Federal Reserve Banks . As can readily be seen 
by referring to Table 15, member bank balances comprise the 
bulk of the deposits of the Federal Reserve Banks. The re- 
mainder consist of deposits of the United States Treasury, deposits 
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of iorcign banks and “other deposits.** The latter include clearing 
balances of nonmember banks and deposits of numerous govern- 
mental departments and agencies other than the Treasury. 

Each member bank is required by law to carry with its Federal 
Reserve Bank a deposit balance equal to a certain percentage of 
its own deposit liabilities. Such balances are known as “legal re- 
serves,” and to avoid penalty, must be maintained at the required 
level by the member bank. The details in respect to required 
and other reserves of banks have been examined in an earlier chap- 
ter. It is important here only to note some of the more significant 
causes that determine the total volume of such member bank re- 
serve balances. 

First, each member bank regularly presents for collection checks 
on other banks received on deposit. The final results of this 
process, after the familiar offsetting operations in the clearinghouse 
and the collection system, affects the size of the reserve balances of 
individual member banks. It does not, however, directly change 
the total volume of member bank reserve balances. Second, a 
decline in circulation requirements results in an increase in the 
till-money supply of member banks. Whenever till money be- 
comes excessive, it is sent in for deposit at the Federal Reserve 
Banks. Conversely, when circulation requirements increase, 
member banks draw down their balances in the Federal Reserve 
Banks to obtain necessary currency. Thus we see that member 
bank deposits in the Federal Reserve Banks tend to change with 
changes in the volume of money in circulation. Third, the vol- 
ume of member bank deposits in the Federal Reserve Banks varies 
with the expansion or contraction of credit by the Federal Reserve 
Banks. This is true whether member banks have gone to the 
reserve banks for accommodation or the reserve banks have taken 
the initiative by purchasing United States obligations in the open 
market. This practice will be examined more fully in the next 
chapter. Fourth, member bank deposits in the Federal Reserve 
Banks normally tend to rise and fall with changes in the supply of 
monetary gold. For gold importers sell gold to the Treasury at 
$35 per ounce and receive in payment checks drawn against Treas- 
ury balances in the Federal Reserve Banks. Such checks are col- 
lected through the member banks, which receive credit on their 
reserve accounts. When gold is exported or sold for industrial 
uses the process is reversed and member bank reserve balances 
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fall. Finally, whenever the Treasury accumulates funds, from 
either taxes or borrowing, and deposits them with the 1'eserve banks, 
the balances of the member banks tend to be reduced by a like 
amount. This places the Treasury in a position to wield powerful 
influence over the volume of member bank reserve balances. The 
significance of Treasury operations will, of course, vary with the 
magnitude of Treasury receipts and expenditures and its decisions 
in respect to carrying excess funds as deposits in member banks 
instead of in the Federal Reserve Banks. 

Federal Reserve Banks are required by law to maintain a gold 
certificate reserve amounting to at least 25 per cent of their deposit 
obligations. This requirement has the effect of placing a top 
limit to the creation of deposits by credit expansion of Federal 
Reserve Banks. 

Federal Reserve notes. It will be recalled that one of the major 
defects of the American banking system prior to the establishment 
of the Federal Reserve Banks was the inability of banks to meet 
seasonal currency demands without causing undesirable pressure 
and disturbance in the central money markets. As w T as pointed 
out in the discussion of that problem, the ability of the banking 
system to meet demands for currency and for loans resulting in 
more deposit credit is dependent not so much upon the form of 
bank note issue available as upon the existence of adequate excess 
reserves. The reserve banks, as we have seen, are in a position to 
hold excess reserves. The effectiveness of these excess reserves in 
providing currency elasticity is enhanced by the ability to issue 
notes on a minimum gold certificate reserve of 25 per cent. 

Federal Reserve notes are the obligation of the United States 
Government, and since the act of June 5, 1933, which repealed 
the gold clause in contracts, they are full legal tender. Further- 
more, they are the obligation of the issuing reserve bank. One 
reserve bank may not pay out the notes of another reserve bank 
under penalty of a 10 per cent tax. Instead, they must be returned 
to the issuing bank. 

The requirements for Federal Reserve note Issue are: 

1, An application by the reserve bank to the Federal Reserve 
agent, who receives notes from the Board of Governors of the 
Federal Reserve System. 

2. A tender of collateral to an amount equal to the notes issued 
to the reserve hank. This collateral may consist of: 
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(a) Notes, drafts, bills of exchange, or acceptances acquired 
under Section 13 of the Federal Reserve Act. This in- 
cludes rediscounted eligible paper and collateral notes 
of member banks secured by eligible paper or govern- 
ment bonds. Such collateral shall not include agri- 
cultural paper with a maturity in excess of six months, 
unless secured by readily marketable staple agricultural 
products or chattel mortgages upon livestock being fat- 
tened for market. Advances made by the reserve banks 
to members under regulations of the Board in accordance 
with the provisions of Sections 10a and 10b are also not 
available as collateral for Federal Reserve noLes. 

(1 b ) Bills of exchange indorsed by a member bank and bank- 
ers’ acceptances bought in the open market. 

(c) Gold certificates. 

(d) Direct obligations of the United States. The privilege 
of using these as collateral was first granted February 
27, 1932, on a temporary basis and was periodically re- 
newed for limited periods. The amendment of June 2, 
1945, made the privilege a permanent one. 

3. The maintenance of a reserve in gold certificates of not less 
than 25 per cent of its notes in actual circulation by the Federal 
Reserve Bank. 

(a) Gold certificates deposited with the agent as collateral 
may be counted as part of the 25 per cent gold reserve 
against notes, but not toward the satisfaction of the 25 
per cent reserve requirement against deposits. 

( b ) Gold certificates deposited with the Board of Governors 
in the Interdistrict Settlement Fund may be counted as 
reserve against both note issues and deposits. 

4. The maintenance, by the reserve bank, of a redemption fund 
in the Treasury of the United States for Federal Reserve notes in 
circulation. This fund must equal at least 5 per cent of the notes 
issued without gold certificate collateral and may be counted in 
satisfaction of the 25 per cent reserve requirement. The Federal 
Reserve agent also maintains a redemption fund with the Treas- 
ury against such part of the Federal Reserve notes as are backed by 
gold certificates in his hands. 

The Board of Governors may, through the agent, grant or reject 
an application of a reserve bank for Federal Reserve notes. Fur- 
thermore, it may levy an interest charge, if it sees fit, on notes 
issued against collateral other than gold certificates. No such 
charge was made by the Board until April 24, 1947, when it an- 
nounced that it was invoking its authority to charge interest on 
Federal Reserve notes, A charge was then made that was sufficient 
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to result in the transfer of interest payments to the Treasury to 
the amount of approximately 90 per cent of the neL earnings of 
the Federal Reserve Ranks after the required 6 per cent dividends 
to stockholding member banks. 3 

Significance of collateral behind Federal Reserve notes . It 
seems to have been the belief of those responsible for the original 
form of the Federal Reserve Act that currency should be issued 
only against self-liquidating commercial paper. Thus, it was 
thought, an automatic elasticity would be introduced into the 
note issue. In times of active business, member banks would re- 
discount businessmen’s notes, and the reserve banks in turn might 
use such notes as collateral for currency as needed. A slackening 
of business, with a consequent decline in loan and currency re- 
quirements, would be accompanied by a reduction in rediscounts, 
a reduction in collateral held against notes, and thus a reduction 
of note issue. Since the claims of the holders of Federal Reserve 
notes against the issuing banks are prior to all other claims, it is 
unreasonable to believe that the segregation of collateral against 
Federal Reserve notes was made for the purpose of adding to the 
security of the notes. However, the faith in the segregation of 
special collateral as a device for insuring the existence of the right 
amount of Federal Reserve notes has been weakened, particularly 
with the gradual expansion of paper eligible for use as collateral. 
At present the most ardent believers in the efficacy of securing 
bank notes by commercial paper collateral must seriously question 
the genuine importance of collateral requirements under the exist- 
ing law. 

At times the collateral requirements have proved embarrassing 
to the Board of Governors in the execution of its credit policy. 
The best example arose in 1931 and 1932. At that time the Board 
, was following a policy of building up the reserves of member banks 
through reserve bank purchases of government bonds in the open 
market. As a result of this practice and the declining demands 
for bank credit, borrowing and rediscounting by member banks 
had fallen to a point of relative insignificance. The reserve banks 
were therefore without discounted paper eligible to be used as 


3 Federal Reserve Bulletin , May 1947, pp. 518-519. For a highly critical discus- 
sion of this application of the tax, see "'More on Reserve Board’s Illegal Distribution 
of Federal Reserve Banks’ Earnings,” by Walter E. Spahr, Commercial and Financial 
Chronicle , September 18, 1947. 
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collateral for Federal Reserve notes and were compelled to resort 
to the use of gold and gold certificates. The “free gold” (that 
part of the gold holdings which was not being utilized as note 
collateral and required reserve against deposit and note liabilities) 
was thus reduced. Any considerable demand for gold for export 
or hoarding depleted the free gold to the danger point. Under 
these circumstances it was feared that the reserve banks would be 
compelled to reverse their open-market operations, sell bonds, 
and force member banks to rediscount in order that collateral for 
note issue in substitution for gold might be obtained. This diffi- 
culty led to the temporary provision that the Board of Governors 
might permit reserve banks to offer direct obligations of the 
United States as collateral. By so doing, the reserve banks could 
continue to ease the money market by purchasing and holding 
securities in the face of a drain of gold. The 1945 amendment 
very properly removes all restrictions on the use of United States 
obligations as collateral and constitutes a real improvement. It 
would be quite as sensible, however, to abolish entirely collateral 
requirements for Federal Reserve notes. 

Capital of the Federal Reserve Banks . The Federal Reserve Act 
provided that no reserve bank might be established with a sub- 
scribed capital of less than $4,000,000. Every national bank is 
required, on penalty of forfeiture of its charter, to belong to the 
system, and any eligible state bank or trust company may join. 
Each member must subscribe to an amount of capital stock in the 
reserve bank of its district equal to 6 per cent of its own paid-up 
capital and surplus. If its capital and surplus are increased or 
decreased, its subscription to reserve bank stock is correspondingly 
modified. The Act further provided that in the event that in- 
sufficient capital was subscribed by member banks, stock in the 
reserve banks might be offered for sale to the general public. If ’ 
the capital were still insufficient, stock might be sold to the United 
States Government. Only stock held by members would have 
voting power. In point of fact, the member banks in all cases 
subscribed to a sufficient quantity of reserve bank stock to make 
its sale to the public or to the government unnecessary. 

One-half of the subscriptions to Federal Reserve Bank stock 
have been paid in, with the other half subject to call. The stock 
bears double liability. Thus should it become necessary to 
strengthen the capital structure of the Federal Reserve Banks, 
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member banks, as of May 1949, could be required to pay the un- 
paid part of their stock subscription amounting to $204 million. 
Moreover, in the highly unlikely event that the reserve banks 
should become unable to meet their debts, member banks could 
be assessed an additional aggregate amount of $408 millions. 

Surplus accounts ♦ Under Section 7 of the Federal Reserve Act, 
all earnings of the reserve banks in excess of the annual cumula- 
tive 6 per cent dividend on capital stock are to be put into the 
surplus account. By 1947, this amounted to over twice the paid- 
in capital. The policy of the Board of Governors, announced in 
1947, requiring the reserve banks to pay an interest charge on 
Federal Reserve notes was designed to divert most of the excess 
earnings to the Treasury. Since Congress, in 1933, repealed an 
earlier provision that 90% of the earnings of the Federal Re- 
serve Banks go to the Treasury, the Board’s action circumvents the 
intent of the law. In 1947, the ratio of Lotal capital accounts to 
note and deposit liabilities of the Federal Reserve Banks was only 
1*6 per cent, surely an inadequate figure if there is to be any pre- 
tense of maintaining any capital structure whatsoever in the Fed- 
eral Reserve System. To be sure, so long as the earning assets of 
the reserve banks remain mainly riskless short-term Treasury obli- 
gations the small capital structure of the Federal Reserve System 
matters but little. Even so, there seems to be little justification 
for the Board’s action in terminating nearly all of the surplus 
accumulation in order to transfer to the Treasury the modest 
annual sum of about $60 million. Surplus (Section 13b) consists 
of funds that were transferred to the Federal Reserve Banks by 
the Treasury to facilitate their making of industrial loans during 
the depression of the lgjjo’s. 

The profit motive and the reserve banks. We have seen that 
some escape from the complete domination of the profit motive is 
necessary in an institution that is to assume the functions of a 
central bank. In the case of the Federal Reserve Banks, special 
safeguards are incorporated in the law. The maximum dividend 
that can be received by the member banks on their stock is 6 per 
cent. This is cumulative, but regardless of the amount of net 
earnings of the reserve banks, the members do not share in the 
excess. Under the present law, all earnings in excess of what is 
required to pay the 6 per cent dividend are carried to the surplus 
account. Ill case a reserve bank should be liquidated, the member 
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banks, after payment of any debts of the reserve bank, would re- 
ceive back the par value of the stock held, and any remaining 
assets would become the property of the United States Govern- 
ment. Originally the law provided that one-half of the net earn- 
ings in excess of dividends should go to surplus until it should 
equal 40 per cent of the paid-in capital. The remainder was to 
be paid to the government as a franchise tax. In 1919 the law was 
amended to require that all surplus earnings above dividends were 
co be carried to surplus until the latter equaled the subscribed 
capital, and thereafter to per cent of such earnings were to go to 
surplus and go per cent to the government. The tax levied upon 
Federal Reserve notes in 1947 was designed to accomplish a 
similar distribution of earnings. Under the Banking Act of 1933, 
however, the reserve banks were compelled to contribute half of 
their accumulated surplus to the Federal Deposit Insurance Cor- 
poration, and the franchise tax requirement was thereupon 
omitted altogether. 

Thus we see that the reserve banks have no special incentive 
to make large earnings. When they have paid their expenses and 
earned dividends on their stock, they need not be concerned even 
though part of their cash assets are idle and unused. 

Still another important feature is the absence of any require- 
ment for the payment of interest on deposits in the reserve banks 
and the steadfast refusal of reserve banks to pay interest. This, 
in itself, frees the reserve banks from an important expense which 
otherwise might require them to increase their loans beyond the 
point dictated by prudent central bank policy. 

Required reserves of the Federal Reserve Banks . The Federal 
Reserve Banks are required by law to maintain minimum gold 
certificate reserves to the amount of 25 per cent of their note and 
deposit liabilities. Before June 12, 1945, required reserves were 
40 per cent of the amount of Federal Reserve notes in circulation 
and 35 per cent of deposits. The expansion of Federal Reserve 
notes to meet the wartime demand for currency, however, greatly 
reduced the excess reserves of the reserve banks. By May 1945, 
the actual reserves averaged but 45.6 per cent. In view of the un- 
certain future needs for Federal Reserve Bank credit arising from 
the war, Congress reduced reserve requirements to 25 per cent. 
This action gave the reserve banks additional elbow room for 
meeting future credit needs. 
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The question is frequently raised as to the need for any required 
minimum reserves for central banks. Since such minimum re- 
quired reserves are not expected to leave the bank, they appear to 
serve but two purposes: (1) as window dressing to satisfy popular de- 
mand for high reserves; and (2) as a limitation on the total amount 
of central bank credit that can be created on the basis of existing 
amounts of cash reserves. If this is so, there need be no particular 
apprehension concerning the reduction of Federal Reserve re- 
quirements to 25 per cent, so long as adequate excess reserves are 
kept to insure the ability of the reserve banks to accommodate 
member bank requirements. 

Although the Board of Governors has the right to suspend re- 
serve requirements, the reserve banks have not relied upon such 
suspension to provide elasticity, 4 Because they need not be con- 
cerned about earnings, the Federal Reserve Banks have generally 
followed a policy of carrying reserves against their deposit and note 
liabilities much in excess of the minimum legal requirements. 
During the decade of the igso’s, when requirements were about 
40 per cent, they maintained reserves in the neighborhood of 70 
to 80 per cent. Since the reduction of reserve requirements in 
1945 to 25 per cent, the gold certificate reserves of the combined 
Federal Reserve Banks have varied from a low of 41 per cent in 
December 1945 to about 56 per cent at the end of 1949. 

Federal Reserve Bank notes . In addition to the issue of Fed-* 
eral Reserve notes, the reserve banks were originally permitted to 
issue a bond-secured note similar to the notes of national banks. 
The occasion arose out of the expectation that national banks, 
freed by the new act from the necessity of maintaining in the 
Treasury a deposit of government bonds bearing the circulation 
privilege, would wish to dispose of these bonds and reduce their 
circulation. To facilitate this disposal, the reserve banks were 
authorized to purchase not over $25,000,000 of the bonds an- 
nually. The reserve banks were given the option of converting 
these bonds, which bore 2 per cent interest, into other United 
States obligations without the circulation privilege or of using 

4 During the boom and crisis of 1919-1920, the reserves of individual reserve banks 
were frequently impaired and the Federal Reserve Board required other reserve 
banks that were better supplied with reserves to rediscount paper for those with 
deficiencies. Even so, during 1920, eight of the hanks suffered reserve impairment 
and paid taxes on the deficiency to the amount of $24,664.05. Annual Report of 
the Federal Reserve Board , 1920, p. 46. 



*88 THE FEDERAL RESERVE SYSTEM 

them as a basis for Federal Reserve Bank notes in the same man- 
ner as did national banks. Actually, the bonds so sold to the 
reserve banks were unimportant, and the issue of Federal Reserve 
Bank notes was correspondingly small. However, at two partic- 
ular times Federal Reserve Bank notes came into use in a manner 
not intended by the original law. 

In 1918 Congress passed the Pittman Act, which provided for 
the sale of $350,000,000 of silver dollars as bullion and the with- 
drawal of a corresponding amount of silver certificates. To fill 
the gap in the circulating medium without forcing an extra bur- 
den upon their reserves, the reserve banks were authorized to 
issue Federal Reserve Bank notes to an amount equal to the silver 
dollars sold as bullion, upon deposit of United States certificates 
of indebtedness or one-year gold notes with the Treasurer of the 
United States. The maximum amount of Federal Reserve Bank 
notes issued under the Pittman Act was $261,039,000. In the 
early 1920*5, silver bullion was repurchased, silver certificates were 
reissued, and the Federal Reserve Bank notes were retired. 

The second important occasion for the use of Federal Reserve 
Bank notes arose in connection with the banking holiday of 1933. 
At that time all of the banks were closed by presidential proclama- 
tion in order to stop the rapidly increasing panic and bank failures, 
The problem of reopening the solvent banks involved not only the 
determination of which banks should be opened, but also the 
method to be used to assure the possibility of meeting any re- 
newed public demand for currency in exchange for bank deposits. 
The matter was handled by: (i) giving all banks, both member 
and nonmember, the right to borrow on adequate security from 
the reserve banks during the emergency; and (2) authorizing the 
reserve banks to issue Federal Reserve Bank notes upon the se- 
curity of any United States bonds or upon any notes, drafts, or 
bills of exchange acquired under the law and deposited with the 
Treasurer, Thus there was available an almost limitless supply 
of currency for the reopened banks to meet any public demand 
for currency. Resembling Federal Reserve notes in appearance, 
Federal Reserve Bank notes were especially appropriate for emer- 
gency use. As obligations of the reserve banks their acceptability 
was assured; they required no gold reserve, and their quantity 
was thus limited only by the volume of paper that found its way 
into the reserve banks. Although $9x2,000,000 of these notes 
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were printed, the high point of their issue in 1933 was only 
$208,000,000. 

In 1935, th e Treasury called for redemption of all bonds bearing 
the circulation privilege. This action left only the privilege of 
issuing Federal Reserve Bank notes under the emergency rules of 
1933. But the emergency was not officially terminated and the 
privilege of issuing these notes therefore remained until revoked 
by Congress on June 12, 1945. During the war, because the de- 
mand for currency expanded greatly, the Board of Governors 
authorized the Federal Reserve Banks to issue the $660,000,000 
of Federal Reserve Bank notes previously unissued. The purpose 
given was to save an estimated $300,000 in printing costs. 5 In a 
regulation governing the retirement of Federal Reserve Bank notes 
issued by the Secretary of the Treasury on March 31, 1933, the 
reserve banks were authorized to free themselves from liability 
for outstanding notes by crediting the Treasury’s general account 
carried as a deposit with the reserve banks. The Board of Gov- 
ernors, therefore, authorized the Federal Reserve Banks to credit 
the Treasury’s account for the full amount ($660,000,000) of the 
additional issue of Federal Reserve Bank notes. Therefore they 
became immediately “in process of retirement,” and as such were 
the liability of the United States Treasury. This action was 
sharply criticized on the grounds that it constituted an evasion 
of the law governing currency issue. Since any further issue of 
these notes is now prohibited, we may expect a gradual disappear- 
ance of this currency as it wears out and is sent in to the Treasury 
for retirement. 


Questions for Study 

1. What are the two main categories into which the functions of the 
Federal Reserve System fall? 

2. What is meant by “a lender of last resort?” 

3. What is the significance of the statement that central bank credit 
policy must be divorced from earnings? 

4. What advantages ai'ise from the practice by which member banks 
carry their cash reserves as deposits in the Federal Reserve Banks? 

5. Examine Table 15. a) How large are the cash reserves of the 
reserve banks in comparison to their liabilities? b) Among the 


5 Federal Reserve Bulletin, January 19^3, p. 4a. 
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reserve bank assets, how important are discounts and advances as 
compared to U.S. Government securities? c) Can you explain 
how the deposits and note obligations originated? 

6. What are the collateral requirements for issuance of Federal Re- 
serve notes? What can be used as collateral? 

7. What are the reserve requirements for Federal Reserve notes? To 
what extent may the collateral requirements and reserve require- 
ments overlap? 

8. Explain the action of the Board of Governors in 1947 in levying a 
tax on Federal Reserve notes not covered by gold collateral. 

9. a) Why were collateral requirements against Federal Reserve notes 

originally incorporated in the law? 

b) Why did they prove embarrassing after 1932? 

c) How was the problem finally solved? 

10. How much dividend do members receive on their holdings of Fed- 
eral Reserve Bank stock? 

11. a) Why did the original act provide for the issue of Federal Re- 

serve Bank notes? 

b) What two events resulted in the issuance of a substantial amount 
of these notes? 

c) How did they happen to reappear in 1 943? 



Operations of the Federal Reserve System 


If the Federal Reserve Ranks made no loans or investments 
but merely limited their activities to holding cash deposited with 
them by member banks, they would exercise no influence over the 
credit conditions of the money market. Only when they extend 
credit and thereby create secondary standard money in the form 
of deposits and note currency do they affect the monetary and 
banking situation. In such a case they can he said to be in “con- 
tact with the money market.” Such contact is genuinely effective, 
however, only when member banks are dependent upon Federal 
Reserve Bank credit for part of their required reserves. 

Contact of the Federal Reserve Banks with the Money Market 

The Federal Reserve Banks have two important and one unim- 
portant contact with the money market. The important contacts 
are: (1) rediscounting and lending to banks which are eligible to 
apply to the reserve banks for accommodation; and (2) purchasing 
and selling various kinds of paper in the open market. The un- 
important contact referred to is the power of reserve banks to lend 
directly to individuals under certain restricted circumstances. 
Each of these three modes of getting reserve bank funds into the 
market will be examined in turn. 

Direct advances to banks . All banks belonging to the Federal 
Reserve System are entitled to look to their reserve banks for 
accommodation in time of need. They may offer eligible papei 
for rediscount, or they may offer their own promissory notes se- 
cured by eligible paper or United States bonds. Since September 
1, 1939, nonmember banks have been allowed to borrow at the 
Federal Reserve Banks on the security of United States obliga- 
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tions. This privilege was extended by the action of the Board 
of Governors of the Federal Reserve System under the authority 
of Section 13 of the Federal Reserve Act, in order to minimize the 
dumping of United States securities by nonmember banks in 
need of cash. Nonmember banks, incidentally, must pay a higher 
rate of discount on such advances than that charged member banks. 

Let us now examine the effect of rediscounting and borrowing 
upon the member bank and the Federal Reserve Bank involved. 
First, as to the member bank, the rediscounting of eligible paper 
is a sale of promissory notes and bills of exchange by the member 
bank to the reserve bank. The discount of the member’s own 
collateral note by the reserve bank is a loan. Since rediscounting 
or borrowing is made necessary by a depletion of the member’s 
reserves, the payment of the proceeds to the member bank is 
normally made by adding the amount to the member’s reserve 
account and notifying the member. If the member is in need of 
currency, the reserve bank may ship currency instead of giving 
credit on the member’s reserve account. In any event, the mem- 
ber bank’s statement would be affected thus: 

Assets: 

1 . Cash or reserve account increased by the face amount of redis- 
counted paper (or collateral note) less the discount. 

Liabilities: 

1. Bills payable and rediscounts increased by full face amount 
of rediscounted paper or collateral note. 

2. Undivided profits (or unearned discounts) reduced by the 
amount of the discount. 

It will be noted that no change is recorded in the loans and dis- 
counts of the bank engaging in rediscounting, but liabilities are 
increased instead. This is desirable because rediscounted paper 
must be indorsed by the member bank and hence acquires the 
same characteristics, for all practical purposes, as the member’s 
own note. 

The effect on the reserve bank which has rediscounted or lent 
to the member bank is similar to the effect of a lending operation 
by any bank. Three changes will probably appear: (1) its assets 
will be increased by the amount of “bills discounted”; (2) its 
liabilities will show an increase in deposits of members or Federal 
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Reserve notes in circulation; and (3) additions will be made to 
undivided profits or unearned discounts. As the volume ol* ad- 
vances to member banks increases, the liabilities of the reserve 
bank correspondingly increase and the ratio of cash reserves to 
liabilities falls. 

Open-market operations. Section 14 of the Federal Reserve 
Act permits the reserve banks to buy and sell in the open market: 
(1) bills of exchange eligible for rediscount; (2) obligations of the 
United States, including bonds of not more than six months’ ma- 
turity of the Home Owners' Loan Corporation and the Federal 
Farm Mortgage Corporation (which are guaranteed as to principal 
and interest by the United States); (3) obligations of political sub- 
divisions of the United States having a maturity of not over six 
months and issued in anticipation of revenue; and (4) acceptances 
of Federal intermediate credit banks and national agricultural 
credit corporations. 

In actual practice open-market dealings of the Federal Reserve 
Banks have been confined, almost exclusively, to bankers* accept- 
ances and obligations of the U.S. Treasury. 3 Purchases in the 
open market may be classified as being “voluntary” and “involun- 
tary” in nature. The voluntary purchases are those in which the 
Federal Reserve Banks take the initiative. Their purchases of 
this kind are confined to U.S. obligations and are undertaken for 
the purpose of increasing member bank reserve accounts and 
stabilizing the prices of government bonds. On the other hand, 
sales of securities are used to reduce member bank reserves. Thus, 
such voluntary purchases and sales are an important part of the 
Federal Reserve credit policy designed to regulate member bank 
credit. 

Involuntary open-market dealings of the Federal Reserve Banks 
are designed to provide and maintain a ready market for bankers 1 * 
acceptances and, at times, for short-term government obligations. 
To accomplish this goal, the reserve banks offer to purchase such 
paper at a stated rate of discount from banks, dealers, and other 
holders. The act is “involuntary” on the part of the reserve 
bank in that sellers take the initiative in offering such paper for 
discount or sale. Sometimes such purchases are made with a 

l Since March 27, 1942 the Federal Reserve Banks have been permitted to hold 

a maximum of $5,000,000,000 in United States obligations purchased directly from 

the Treasury, 
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repurchase agreement, which allows the seller to buy back the 
paper within fifteen days at the same rate of discount. Member 
and nonmember banks alike take advantage of the involuntary 
open market purchases of the reserve banks. Especially was this 
true during the war when banks regularly replenished their de- 
pleted reserve balances by selling Treasury bills directly to the 
reserve banks. This was of advantage in that it did not require 
the banks to go in debt to the Federal Reserve Bank in order to 
obtain the needed cash. 

The manner in which open-market dealings of the reserve banks 
affect member bank reserves may easily be seen. Let us assume 
that a reserve bank purchases $1,000,000 worth of government 
obligations in the bond market and trace the effects of such a trans- 
action. If the sellers are member banks disposing of part of their 
holdings of bonds, the transaction is quite simple. The reserve 
bank will tender drafts against itself in payment. The member 
banks will present the drafts for payment and receive credit on 
their reserve accounts. If the sellers are nonmember banks, they 
will likewise receive drafts against the reserve bank in payment 
and deposit them for credit with city correspondents which are 
member banks. The nonmember banks’ reserves will be in- 
creased by the amount of the drafts, and the member banks re- 
ceiving them for collection will again receive the proceeds in 
credit on their reserve accounts. If the sellers are individuals, 
their actions will be similar to those of nonmember banks. Even- 
tually member banks will receive the drafts for collection and 
obtain credit for the proceeds on their reserve accounts. Thus, 
we see that the reserve accounts of member banks may be increased 
at any time by the purchase of obligations in the open market. 

A sale of securities in the open market has just the reverse effect. 
Let us suppose that the reserve banks sell securities to buyers in 
the open market who tender checks on member banks in payment. 
These checks will be collected by the reserve bank to which they 
are issued by a deduction from the member’s reserve account. It 
makes no difference whether the purchaser is an individual, a 
nonmember, or a member bank. In the end, settlement is made 
by deduction from the reserve accounts of member banks. 

It is easy to see the importance of the open-market transactions 
of the reserve banks. By the purchase of securities, the reserve 
banks can take the initiative in increasing member bank reserves. 
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Further, so long as they have securities which may be sold, the 
reserve banks may reduce the reserve accounts of members. The 
full significance of this fact must await later discussion of Federal 
Reserve policy. 

Direct loans to industry. It was the original intention of the 
framers of the Federal Reserve Act that the Federal Reserve 
Banks should be bankers’ banks. Their dealings with the general 
public were to be limited to the purchase and sale of bills of ex- 
change and certain types of securities in the open market. The 
failures of 1931 and 1932 so shattered public confidence in the 
solvency of banks that bankers generally attempted to increase the 
liquidity of their assets by loan reductions. Businessmen com- 
plained that they were unable to receive accommodation at their 
banks necessary to finance current trade. Because of the general 
belief that banks had persistently refused to make loans on good 
security to solvent businessmen, provision has been made for a 
limited amount of direct advances by the reserve banks. To ac- 
complish this the following amendments were made to the Federal 
Reserve Act: 

1 . The Board of Governors, upon a vote of five members, is per- 
mitted to authorize any Federal Reserve Bank to discount, for indi- 
vidual firms, paper technically eligible for rediscount and satisfac- 
torily secured. The borrowing firm must prove its inability to 
obtain adequate credit elsewhere. This amendment, made on 
July 21, 1932, was simply designed to make available short-term 
business credit when the commercial banks failed to carry out their 
customary function. 

2. Under regulations of the Board of Governors, the Federal 
Reserve Banks are allowed to make advances to individuals and 
firms (including banks) for periods of not over 90 days on the se- 
curity of direct obligations of the United States. It is under the 
provisions of this amendment of March 9, 1933, that nonmember 
banks are able to borrow at the reserve banks. 

3. Section 13b, added June 19, 1934, provides that, under 
authority of the Board, reserve banks may make loans to estab- 
lished industrial or commercial firms unable to obtain necessary 
credit on a reasonable basis elsewhere. Such loans are for work- 
ing capital purposes and may extend for a period of not over five 
years. The reserve banks may also purchase or agree to purchase 
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such obligations from any financial institution that agrees to as- 
sume at least 20 per cent of any loss which may arise. The gross 
amount of such loans is limited to the combined surpluses of the 
reserve banks on July 1, 1934, plus any amount not exceeding 
$139,399,557 which might be paid over to the reserve banks by 
the Secretary of the Treasury. 

The actual volume of Federal Reserve Bank credit that has been 
created as a result of loans made under the authority of the above 
amendments has been small and of little economic importance. 

Rediscounting and Borrowing by Member Banks 

The primary interest of the sponsors of the Federal Reserve Act 
in 1913 was to provide the elasticity of currency and credit needed 
to prevent the periodic crises that plagued the banking and busi- 
ness world under the old national banking system. The Federal 
Reserve System was established to give that elasticity and to enable 
banks to carry on their loan functions efficiently and smoothly. It 
is not surprising, therefore, that the original act was concerned 
with enabling member banks to discount short-term agricultural 
and commercial paper for conversion into cash at the Federal Re- 
serve Banks. Therefore, the Federal Reserve Act established 
strict rules governing the eligibility of paper for rediscount by 
member banks. These rules were established with a double pur- 
pose. First, they were designed to provide liquidity of commer- 
cial bank loans. Second, they were intended to discourage specu- 
lative and capital loans, which had proved troublesome in the past 
and which were contrary to accepted banking theory that loans 
should be self-liquidating in nature. It was believed that Fed- 
eral Reserve Bank credit would automatically respond to the vary- 
ing requirements of business, expanding when commercial lend- 
ing caused member banks to need additional cash and contracting 
again when the need w T as over. The only concession made in the 
original act was the privilege granted member banks to rediscount 
notes of borrowers to finance trading in or carrying United States 
obligations. This exception later provided the gap through 
which great volumes of “war paper” found its way into the re- 
serve banks during World War L 

Experience soon indicated that the rediscount of customers’ 
paper was not entirely convenient for member banks needing ad- 
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ditional cash reserves for short periods only. Consequently, in 
1916, member banks were authorized to offer their own promis- 
sory notes, secured by eligible paper or by United States bonds 
and notes, for discount at the Federal Reserve Banks. So long 
as banks were not heavily fortified with United States obligations, 
this rule did not lessen the importance of the technical rules of 
eligibility. It was not until the middle 1930’s that eligibility 
rules lost most if not all of their significance. 

Who may rediscount . One of the privileges of membership 
in the Federal Reserve System is the right of a bank to replenish 
its reserves by rediscounting and borrowing at the reserve bank. 
Ordinarily nonmember banks are denied this privilege, although 
in 1933 they were given a one-year emergency privilege to obtain 
advances from the Federal Reserve Banks, and since 1939 have 
been allowed to borrow there on government obligations. 

Application for rediscount . Each application for the redis- 
count of paper must be accompanied by a formal certificate in 
which the member states its belief that the paper is eligible, that 
it has not been acquired from a nonmember bank, and in case of 
state banks, that the borrower whose paper is offered is not and 
will not be allowed to become indebted to the bank in excess of an 
amount that such state bank might lend if it were a national bank. 

When a member bank has made application for the rediscount 
of paper, the responsibility rests upon the reserve bank to deter- 
mine whether or not the paper is actually eligible under the law 
and the regulations of the Board, Moreover, under the laws the 
reserve bank must decide whether or not the member’s application 
is f ‘acceptable.” This decision is made in the light of: 

1. The soundness of the paper itself, which reflects to some 
extent the value of the member bank’s indorsement. 

2. The desirability of extending more credit to this particular 
bank — that is, whether it is using more than its fair share of redis- 
count facilities. 

3. The general business conditions and the probable effect of 
advances to this bank on general credit conditions. A bank 
thought to be unduly supporting a speculative movement might be 
refused accommodation. 

Eligible paper ; “Eligible paper” may be used as a source of 
funds through either rediscount or pledge as security for the mem- 
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ber bank's own note. Although each reserve bank has the respon- 
sibility of determining whether or not paper tendered for redis- 
count is actually eligible, the basis for that determination is laid 
down in the law and in the regulations and rulings of the Board 
of Governors. 

The eligibility of paper for rediscount is to be judged by two 
standards. First is the question of maturity. Only short-term 
paper is eligible. Commercial paper, when offered for rediscount, 
may not be over three months from maturity. Since farmers nor- 
mally require seasonal loans of longer duration, agricultural paper 
is eligible for rediscount if its maturity date is not more than nine 
months distant. The second test of eligibility is the purpose that 
gives rise to the paper. Paper issued to finance the production, 
purchase, storage, or marketing of goods is eligible. Thus, obliga- 
tions of businessmen in the form of notes, drafts, and bills of ex- 
change to obtain working capital are eligible. The same is true 
of paper issued to carry or trade in obligations of the United 
States Government. On the other hand, the paper is ineligible 
for rediscount if the borrowers use their funds to speculate or 
trade in securities (other than those of the United States) or to 
speculate in commodities. Likewise, paper of borrowers purchas- 
ing fixed assets is ineligible. The notes of speculators on the grain 
or securities markets, and of fanners using the borrowed funds to 
pay for land or barns, are ineligible for rediscount . 2 

Except for negotiable paper secured by United States obliga- 
tions and issued to finance trading in and the carrying of such 
securities, eligibility rules permit the rediscount only of short-term 
self-liquidating agricultural and commercial paper. The purpose 
behind these rules was to encourage member banks to make more 
loans on paper of this sort and to insure the liquidity and solvency 
of the Federal Reserve Banks . 3 The need for ultimate solvency of 
banks in general and of the Federal Reserve Banks in particular is 
obvious. There is also need for liquidity. 

Liquidity has two distinct values in banking assets. Liquid 
loans of a short-time nature are more likely to be sound loans 

2 The Federal Reserve Act lays down specific rules governing eligibility. For the 
interpretation of these rules, and regulations governing their application, see Regula- 
tion A of the Board of Governors of the Federal Reserve System. 

3 For a particularly partisan defense of strict adherence to the rule of self- 
liquidation as a test for eligibility, see Willis, H. Parker, The Theory and Practice 
of Central Banking, New York, Harper 8 c Bros., 1936, pp. 131, et seq. 
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than are nonliquid loans. There is less room for errors in judg- 
ment in making a short-time loan than a long-time one. Second, 
liquidity of a bank, or ability to collect its loans, is necessary if a 
bank is to meet its obligation to pay out cash at all times. The 
reserve banks are no exception. They require liquidity of their 
assets, in pan, in order that they may be able to accommodate 
member banks other than the ones already borrowing. Of course, 
this is unimportant in times when the unused reserves are very 
high. However, if loans made by the reserve banks were not 
liquid and were not repaid, there would be a gradual tendency 
for the advances of reserve banks to rise as first one and then an- 
other bank was accommodated, until unused reserves had dis- 
appeared altogether. Moreover, a need for liquidity arises out 
of the possibility that the reserves of the reserve banks themselves 
may be depleted by shipments of gold abroad. If such movements 
of gold brought the reserves of the reserve banks down to the legal 
minimum, it would be necessary for the volume of accommoda- 
tion to member banks to be reduced in order to restore conditions 
necessary to elasticity. 

In actual practice, much of the paper discounted by the Federal 
Reserve Banks for members has not been strictly self-liquidating. 
Not only have the eligibility rules permitted the rediscount of 
notes of continuous borrowers having a satisfactory current ratio, 
but also member banks have in many instances made use of then 
collateral notes secured by government obligations. Furthermore, 
the Banking Act of 1935 granted member banks the privilege of 
borrowing on the security of noneligible paper. All this raises 
the question as to the effect of such relaxation and by-passing of 
the rules of eligibility on the liquidity of the Federal Reserve 
Banks. So far as the paper rediscounted is concerned, Federal 
Reserve Bank liquidity naturally requires short maturity and 
soundness. The type of the transaction out of which the paper 
arises, however, is of secondary importance. Short maturity is 
necessary in order that the reserve bank may have an opportunity 
to demand a reduction in rediscounts at will within a reasonably 
short period of time. But, in addition to short maturity of the 
paper offered, true liquidity on the part of a reserve bank arises 
from its ability to require member banks to reduce rediscounts 
(or borrowings) at reasonably frequent intervals. It is entirely 
possible for the reserve banks to make advances to member banks 
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on strictly self-liquidating paper continuously and in such amounts 
that it would be impossible to compel them to liquidate their bor- 
rowings or rediscounts without precipitating a business panic. 
On the other hand, advances made by reserve banks to member 
banks to meet their seasonal or incidental needs may have a high 
degree of liquidity, regardless of the nature of the paper offered 
for rediscounts or security for advances. 

Liquidity of the reserve banks depends not so much upon the 
origin of paper rediscounted, assuming it is sound, as upon the 
temporary character of the advances to members. If this line of 
reasoning is correct, the liquidity of the Federal Reserve System 
is more adequately provided for in the unwritten rule that mem- 
bers are not to remain in debt permanently than in the rules of 
eligibility. 

Member ba?ik borrowing on collateral notes . In addition to 
rediscounting eligible paper, member banks are permitted to bor- 
row from the reserve banks on their own notes. If commercial 
or agricultural paper eligible for rediscount or purchase by the 
reserve bank is offered as collateral, such advances may run for a 
period not exceeding ninety days. In addition to the use of eligi- 
ble paper as collateral, member banks may borrow up to fifteen 
days on the collateral of Federal intermediate credit bank de- 
bentures, and Federal Farm Mortgage Corporation bonds and 
Home Owners’ Loan Corporation bonds when guaranteed both 
as to principal and interest by the United States. Moreover, 
since nonmember banks were extended the privilege of borrowing 
at par on United States government obligations for periods of up 
to ninety days, member banks are given a similar privilege. 

The right of member banks to borrow on their collatei'al notes 
enables banks temporarily in need of funds to build up their re- 
serves without rediscounting customers’ paper. This method may 
be favored because a bank may be I'eluctant to allow its customers 
to know it has rediscounted their paper; furthermore, rediscounted 
paper with a definite maturity date is a less flexible means of ob- 
taining funds than the collateral note. The greater convenience 
of the collateral note secured by government obligations has made 
it the main reliance of banks seeking advances from the Federal 
Reserve Banks. 

During the banking troubles of *932, member banks were fre- 
quently without sufficient amounts of eligible paper and United 
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States obligations to enable them to obtain needed assistance from 
the Federal Reserve Banks. Therefore, Section 10a was added to 
the Federal Reserve Act to allow member banks to combine in 
groups of five or more and borrow jointly on the basis of suitable 
collateral deposited wilh a trustee. Yet another amendment al- 
lowed the reserve banks, in exceptional circumstances, to make 
secured advances directly to individual member banks. This 
emergency privilege, however, expired in March 1935. In its 
place, Section 10b was added to the Federal Reserve Act in June 

Borroiuing on noneligihle paper under Section wh. This sec- 
tion permits a reserve bank, under regulations of the Board of 
Governors of the Federal Reserve System, to make advances to 
member banks upon their demand or time notes having maturities 
of not over four months, secured to the satisfaction of the Federal 
Reserve Bank. Such notes are to bear interest of not less than 
one-half of 1 per cent above the highest prevailing rediscount rate. 
Since the cost of this type of advance is greater than the cost of 
rediscounting or borrowing upon United States bonds or eligible 
paper, it will be used only in case of necessity. It should remove 
completely the necessity for group borrowing as permitted by Sec- 
tion 10a. 

The regulation of the Board of Governors specifically names the 
types of paper eligible as collateral for advances under this sec- 
tion. 4 In explaining its choice of eligible collateral which may 
he used by member banks borrowing under Section 10b, the Board 
says: “Experience has demonstrated that the solvency of banks is 
better safeguarded by careful regard to the 'quality of the paper 
that they acquire than by strict observance of the form that this 
paper takes. Strict eligibility requirements in the past did not 

4 These types comprise the following: 

1. Paper otherwise eligible but with a maturity greater than that permitted under 
(he rules of eligibility for rediscount. 

2. Investment securities. 

3. Paper arising from security loans made subject to the provisions of Regula- 
tion U. 

4. Mortgages insured under Titles I and II of the National Housing Act. 

r )t Other approved real estate mortgage loans. 

6. Obligations of the Federal home loan banks and the Federal farm credit institu- 
tions, regardless of maturities. 

7. General obligations of any state or political subdivision thereof. 

8. Installment sale paper. 

9. Any other assets that are satisfactory to the Federal Reserve Bank, 



3 02 


FEDERAL RESERVE SYSTEM OPERATIONS 


save the banking system from collapse. Greater emphasis on 
soundness and less emphasis on form is, therefore, a sound bank- 
ing principle,” 

The Board’s interpretation of Section 10b very largely nullifies 
the elaborate rules governing eligibility requirements for redis- 
counts, since, by the payment of a slightly increased rate, a member 
is assured of accommodation without regard to whether or not it 
possesses eligible paper. If advances to members under this sec- 
tion are intelligently made for strictly short-time needs, they will 
be beneficial. It would, indeed, be most unfortunate, however, 
if they should become the means of permanently shifting unliquid 
assets from member bank portfolios to those of the reserve banks. 

Marginal collateral Reserve banks may and do require mar- 
ginal collateral against advances to member banks. This is likely 
to occur when a member is borrowing excessively or when the 
paper offered is not entirely satisfactory. The extra collateral 
offered may or may not be, in itself, eligible for rediscount. 

The Board of Governors attempts to minimize the practice of 
requiring additional collateral. When reserve banks require 
more than a 25 per cent margin of excess collateral on rediscounts 
or advances to member banks (except on the collateral of United 
State obligations), they must explain the reasons in a special 
report to the Board. Moreover, whenever a member bank offers 
United States obligations, direct or guaranteed, as collateral for 
loans at a reserve bank and receives less than the face value, spe- 
cial explanation must be made by the reserve bank to the Board. 
Thus, the previously unwritten policy of the Federal Reserve Sys- 
tem of making loans on government securities at par, regardless 
of the market price, is now formally recognized by the Board in its 
regulations. 5 

Collection of advances to members. When a member has bor- 
rowed on its collateral note, the reserve bank charges the amount 
of the face of the note to the bank’s account on the due date. 
When paper has been rediscounted, it is returned to the member 
bank at a suitable time before it is due and charged to the mem- 
ber’s reseiwe account on the day it is due. If the paper is pay- 
able elsewhere than at the location of the member, the reserve 
bank will, if instructed, send the paper through its collection sys- 


5 Regulation A, Section 3 (d), (e). 
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tem for collection. On the due date the amount is charged to the 
member’s reserve account, and when the proceeds are received by 
the reserve bank, they are again credited to the member’s account. 

Federal Reserve Bank Management 

The boards of directors of the Federal Reserve Banks. Each 
of the twelve Federal Reserve Banks is directly under the manage- 
ment o£ a board of nine directors. These directors are divided 
into three classes. Class A directors, three in number, are repre- 
sentatives of the member banks of the district and are chosen 
from the ranks of the bankers themselves. Class B directors, also 
three in number, are persons actively engaged in business other 
than banking. Both Class A and Class B directors are elected by 
the member banks. For purposes of such election, the Board of 
Governot's classifies member banks of each district into three 
groups according to size (large banks, middle-sized banks, and small 
banks), and the banks of each group elect one Class A and one 
Class B director. Any member bank may nominate a candidate 
for each class. Each member has one vote, with the limitation 
that only one member may have the privilege of nominating and 
voting for directors when two or more member banks in one 
Federal Reserve district are affiliated with the same holding com- 
pany. The remaining three of the nine directors are appointed 
by the Board of Governors of the Federal Reserve System and are 
known as Class C directoi*s. One director, who rnusL be a person 
of “tested banking experience,” is designated as Federal Reserve 
agent and chairman of the board. He is the official representative 
of the Board of Governors in all deliberations on the affairs of 
the reserve bank. Another director fiom Class C is named deputy 
chairman. The Federal Reserve agent appoints such assistants as 
seem necessary. 

The chief executive officer, responsible for the actual adminis- 
tration of the affairs of a reserve bank, is the president. The presi- 
dent and vice-president are appointed by the board of directors 
of a reserve bank for a term of five years, subject to the approval 
of the Board of Governors. Previous to the Banking Act of 1 935> 
the board of directors appointed an executive officer commonly 
known as the governor of the bank. The new arrangement, 
strengthens the hand of the central authority, the Board of Covei* 
nors, in its management of each reserve bank, since it may indicate 
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its approval or disapproval of a president of a particular reserve 
bank every five years. 

Management of Federal Resewe Bank branches. The Board 
of Governors is authorized to permit or require reserve banks to 
establish branches within their respective districts, each branch 
to be managed by a board of directors of not more than seven nor 
less than three. A majority of one is appointed by the reserve 
bank and the remainder by the Board of Governors. Under this 
authority 24 Federal Reserve Bank branches have been established. 

The Board of Governors. Under the 1935 amendments to the 
Federal Reserve Act, the chief executive body of the Federal Re- 
serve System is now called the Board of Governors of the Federal 
Reserve System, instead of the Federal Reserve Board as it was 
previously designated. Its membership is made up of seven ap- 
pointees of the President, who are approved by the Senate. Not 
more than one member may be appointed from any one district, 
and "the President shall have due regard to a fair representation 
of the financial, agricultural, and commercial interests and geo- 
graphical divisions of the country.” Appointments hold for 
fourteen years, and the terms are so arranged that the term of 
only one member will expire during any two-year period. Mem- 
bers are not eligible to reappointment, nor may they resign their 
positions before the end of their terms and accept any position 
with a member bank within two years. Two members are ap- 
pointed as chairman and vice-chairman, respectively, for four-year 
periods. The one designated as chairman is the chief executive 
officer. 

The new organization of the Board became effective February 
1, 1936. Besides involving a reduction in numbers from eight 
to seven, it sought to divorce the Board of Governors from the 
fiscal policies of the Federal Government by depriving the Secre- 
tary of the Treasury and the Comptroller of the Currency of their 
membership, which they previously held ex officio. This change 
had long been desired by those who felt that credit policies of the 
banking system should not be made subservient to the fiscal needs 
of the government or to the political necessities of the existing 
administration. It seems doubtful that it will ever be possible 
to prevent credit policies of the Board of Governors from being 
influenced by the government's needs in time of war or other emer- 
gency, if indeed it would be desirable to do so. But the change 
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makes for a desirable enhancement of independence of the Board 
of Governors. 

Powers of the Board of Governors. Many of the powers of the 
Board of Governors have been mentioned in connection with the 
particular banking functions to which they apply. Although it 
is unnecessary to repeat all of these powers here, certain powers 
pertaining to the general management of the Federal Reserve 
System must be considered: 

1. Each Federal Reserve Bank has the power to establish rates of 
discount on each class of paper, with “a view of accommodating 
commerce and business/’ Such rates are established every 14 
days, or oftener if the Board of Governors desires it, and are sub- 
ject “to review and determination” of the Board. The require- 
ment that rediscount rates be set every 14 days, or oftener, was 
added in 1935 to increase the authority of the Board over redis- 
count rates. Previously the Board had no real power to compel 
reserve banks to change their rates. Now, since new rates must 
be set at least every two weeks, the Board is in a position to con- 
trol them by virtue of its veto power. 

2. The Board of Governors may, in its discretion, examine the 
affairs of each reserve bank and member bank. It shall publish 
weekly statements of the condition of each reserve bank. 

3. By a vote of five members, the Board may require Federal 
Reserve Banks to rediscount for one another. 

4. The Board of Governors may suspend, for a period not to 
exceed thirty days, plus renewals for fifteen days, any of the re- 
serve requirements specified in the Federal Reserve Act, provided 
a graduated tax is placed upon the deficiencies allowed. This 
power includes, obviously, authority to suspend the reserve re- 
quirements for members as well as for the reserve banks. How- 
ever, the power to suspend reserve requirements of member banks 
has never been used, and it is unlikely that any need for such sus- 
pension will arise. Member banks in general may be relieved of 
reserve shortage either by rediscounting or by obtaining other 
direct advances from the reserve banks or through the expansion 
of open-market purchases of United States obligations by the re- 
serve banks. The plight of particular members who find them- 
selves short of reserve, with no assets on which to obtain more, 
is not likely to provoke use of such sweeping powers as a general 
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suspension of member bank reserve requirements, particularly 
under the liberalized rediscounting and borrowing provisions of 
the law. The Board may vary legal reserve requirements for 
member banks between a lower limit fixed by the statutory amount 
and twice that amount. 

The power to suspend reserve requirements of the reserve banks 
is qualified by the statutory requirement that, in case the gold 
certificate reserve held against Federal Reserve notes falls below 
25 per cent, the Board shall establish a graduated tax. This tax 
shall be 1 per cent per annum upon such deficiency so long as 
reserves are not less than 20 per cent. Below this figure, each 
additional deficiency of %i/ 2 per cent bears an extra tax of not less 
than ll/g per cent. This tax is paid by the reserve bank but is 
passed on to members by being added to the rates charged mem- 
bers for rediscounts and advances. 6 

5. The Board may suspend or remove any officer or director of 
any Federal Reserve Bank and may require reserve banks to write 
off doubtful or worthless assets. Further, it may suspend, for 
violation of the law, the operations of any reserve bank. 

6. The Board is required to make an annual report to Congress, 
Under the amendments of the 1935 act, this report must include 
a full account of its actions and those of the Open Market Com- 
mittee on all questions relating to open-market and credit policies. 

The Open-Market Committee. The Open-Market Committee 
consists of twelve members, seven of whom are members of the 
Board of Governors. The other five are chosen by the reserve 
banks in such a manner that one represents the reserve bank of 
New York, one the reserve banks of Boston, Philadelphia, and 
Richmond, one the reserve banks of Chicago and Cleveland, one 
the reserve banks of St. Louis, Atlanta, and Dallas, and one the 
reserve banks of Minneapolis, Kansas City, and San Francisco. 

It is evident that the Board of Governors may, if it acts as a 
body, completely dominate the actions of the Committee. Since 
it is unlikely that such unity of action will ever materialize, the 
representatives of the reserve banks may be expected to play an 
important part in the Committee’s decisions. The 1935 act puts 

6 This graduated tax is not to apply to deficiencies in reserves arising from an 
expansion in open-market purchases of bonds that might occur under Section 43 
of the act approved May 12, 1933 (the inflation rider of the Agricultural Adjustment 
Act), 
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the Open-Market Committee absolutely in control of the open- 
market operations o£ the reserve banks, since none “shall engage 
or decline to engage in open-market operations under section four- 
teen of this act except in accordance with the direction of and 
regulations adopted by the Committee.’ * The actions of the Com- 
mittee are to be “governed with a view to accommodating com- 
merce and business and with regard to their bearing upon the 
general credit situation of the country.” 

The Federal Advisory Council . The board of directors of each 
Federal Reserve Bank annually chooses one representative lor 
membership on the Federal Advisory Council. This Council 
meets in Washington four times a year, or oftener, at its own 
option or upon the call of the Board of Governors. It has the 
power to confer with the Board on general business conditions 
and to advise the Board on general matters of policy. Since the 
Council is without any real authority, it is impossible to measure 
its effectiveness, but its membership contains some of the best- 
informed and most experienced bankers in the respective districts 
represented, and its advice must, therefore, be of considerable 
value to the Board. 


State Bank Membership 

When the Federal Reserve System was organized, national banks 
were required, on penalty of loss of charter, to become members 
and subscribe to stock in the Federal Reserve Banks. State banks, 
however, were not subject to this compulsion, and they quite gen- 
erally refrained from joining. As late as December 31, 1916, 
only 37 state banks were reported as members. 

In contrast to the modest growth of state bank membership in 
the early years of the Federal Reserve System, state bank members 
reached 1,927 at the end of 1948. To be sure, more than 7,200 
commercial banks operating under state charters still remained 
outside the system. But the 26 per cent of the state banks that 
were Federal Reserve members accounted for 65 per cent of the 
deposits of all state commercial banks. 

Requirements for state hank membership. To become mem- 
bers of the Federal Reserve System, state banks must meet two 
requirements. First, under an amendment to the Federal Reserve 
Act approved on July 15, 1952, a state bank applying for member- 
ship must satisfy the Board of Governors of the Federal Reserve 
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System that its capital and surplus are adequate in relation to its 
assets and its deposit liabilities. But when the applicant for mem- 
bership does not have capital stock and surplus equal to that 
required to establish a national bank in the same location, the 
bank must be approved for deposit insurance under the Federal 
Deposit Insurance Act. Furthermore, a state member bank may 
not reduce its capital stock without the prior consent of the 
Board. 

The second requirement of membership is to satisfy the Board 
of Governors of the Federal Reserve System thaL the bank is en- 
titled to membership. The Board’s powers are broad in this re- 
spect. In passing on applications for membership it must ‘ 'con- 
sider the financial condition of the applying bank, the general char- 
acter of its management, and whether or not the corporate powers 
exercised by the bank are consistent with the purposes of the 
Federal Reserve Act.” State banks applying for membership must 
obtain the approval of the Board in order to retain any branches 
established after February 25, 1927 and located outside the place 
where the parent bank is situated. 

Advantages of state bank membership. Two main reasons have 
been advanced for urging or even compelling state banks to be- 
come members of the Federal Reserve System. First, the banks 
themselves are benefited by having access to the lending power of 
the reserve banks in time of temporary seasonal need or emergency 
need for funds. Second, the banking system as a whole, it is 
claimed, will be strengthened by bringing the state banks under 
the control of the reserve banks* Thus, a degree of uniformity 
of regulation and control is made possible in spite of the diversity 
resulting from Federal and state charters. 

In respect to the first argument, one must admit the usefulness 
of membership to the more active commercial banks. Accom- 
modation of commercial customers often requires an extension of 
credit that results in a deficiency of reserves. Unless the bank 
carries ample secondary reserves other than rediscountable paper, 
reserve bank accommodation is important. In the past, mem- 
bership for banks without a large amount of active commercial 
'business was of little practical importance except for its prestige 
value. 

Such banks in normal times had little occasion to rediscount, 
since they were in a position to make new loans only as unused 
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reserves appeared. Their deposits were not of a volatile nature 
and therefore not likely to cause a heavy demand for cash on short 
notice. In fact, small members frequently made no use of their 
rediscount privileges. The doubtful nature of membership ad- 
vantages was accentuated by the fact that such banks had little 
paper eligible for rediscount or usable as collateral for direct 
borrowing. 

During the depression yeai's of the 1930^ the situation changed 
to some extent. The danger of depositors' runs made the redis- 
count privilege more vital as bank failures shattered public con- 
fidence. This reason for membership has been largely lost, how- 
ever, with the advent of deposit insurance. The 1935 banking 
act permits borrowing by member banks on collateral notes satis- 
factorily secured. This practice renders membership more useful 
than before because it makes the rediscount services of the reserve 
bank available to any member with sound assets, whether or not 
these be technically “eligible. ” On the other hand, the privilege 
now given to nonmember banks of borrowing at the reserve banks 
greatly reduces the importance of belonging to the Federal Reserve 
System. 

The second argument for membership is a more doubtful one. 
There is little evidence that the members of the Federal Reserve 
System, as such, have been more carefully regulated than the non- 
member banks. State bank members in the past have not been 
subjected to any careful scrutiny by the reserve bank authorities. 
Instead, the state bank examinations were normally accepted as 
sufficient to satisfy the reserve bank requirements so long as noth- 
ing radically wrong appeared. In 1934 the Board announced that 
thereafter the examination of state member banks would be made 
by special examiners working for the reserve banks, approved by 
the Board of Governors. These examiners, working under the 
direction of the Federal Reserve agent, examine each state member 
bank at least once each calendar year, either independently or 
jointly with state banking authorities. 

Objections to membership . In spite of the modifications of the 
rules governing membership mentioned above, state banks have 
quite generally refrained from joining the system. This tendency 
has been particularly true of the banks in smaller towns. The 
objections to membership voiced by such banks may be sum- 
marized as follows: 
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1. In many instances conformance with the minimum capital 
requirements is difficult. 

2. Member banks must necessarily participate in par collection 
and refrain from making exchange charges on checks presented 
through the mails. This regulation is important to many non- 
member banks. Forty-seven nonpar banks in one Federal Reserve 
district reported receipts from exchange charges varying from 
$125 to $500 per month. 

3. Before 1933 nonmember banks carried their legal reserve 
balances, in part at least, as deposits with their city correspondents, 
who paid interest on such balances. The reserve banks have 
never paid interest on member bank balances deposited with 
them. Under the 1933 banking act all member banks are pro- 
hibited from paying interest on demand deposits. Since city 
correspondents are normally members, the objection that mem- 
bership results in a loss of interest on reserve balances has lost 
its validity. 

4. Members must invest an amount equal to 3 per cent of their 
capital and surplus in the stock of the reserve bank. This invest- 
ment bears only 6 per cent cumulative dividends, and banks 
sometimes complain of the modest size of this return. 

In the face of these objections to membership, the advantages 
seem unimportant to many of the smaller banks. They quite 
properly hold that the large city correspondent can normally fur- 
nish exactly as good service in the way of rediscounting, lending, 
and the collection of checks at pax as can the reserve banks. Be- 
sides, a city correspondent can hardly be dispensed with merely 
because a bank becomes a member of the Federal Reserve Sys- 
tem. Participation in the call loan market or the sale of foreign 
exchange drafts, for example, requires city correspondent rela- 
tions. Even the execution of member banks’ orders for securities 
and commercial paper seems not to fall within the scope of the 
resexwe banks’ authority and requires the services of city corre- 
spondents. 9 


Questions for Study 

1. What are the avenues through which the Federal Reserve Banks 
come in contact with the money market? 


Willis, H. Parker, and Steiner, William H., Federal Resetve Banking Practice } 
New York, D. Appleton-Century Co., 1926, pp. 102-104. This encyclopedic work 
on the Federal Reserve System makes available a vast amount of detailed informa- 
tion on early reserve hank operations. 
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When a member bank discounts at the Federal Reserve Bank what' 
ai'e the effects on: 

a) The member’s legal reserve position? 

b) The member’s liabilities? 

c) The assets of the Federal Reserve Bank? 

3* What is meant by “voluntary” open market purchases? What are 
“involuntary” purchases? 

4. When the reserve banks, through the Open Market Committee, pur- 
chase U.S. securities, what are the effects on: 

a) Reserves of member banks. 

b) Liabilities of the reserve banks. 

5. What are the results of security sales by the Federal Reserve Banks? 

6. Why were the reserve banks given authority to make direct loans to 
industry? 

7. Early expectations were that rediscounting of eligible paper would 
be the main reliance of member banks desiring to impiove their 
reset ve position: 

a) Why were the rules of eligibility set up as they were? 

b) Wily did it develop that the technical rules of eligibility had 
little influence on the loan practices of member banks? 

c) When and why did the technical rules of eligibility lose most of 
their significance? 

8. What is Section 10b? How does its introduction: 

a) Affect the importance of eligibility? 

b) Improve the usefulness of the Federal Reserve System to member 
banks? 

9. Upon what considerations do the liquidity and solvency of the 
Federal Reserve Banks rest? 

10. What purpose is served by the method of choosing directors for the 
Federal Reserve Banks? 

1 1 . Examine the partial list of powers of the Board of Governors. 

a) In view of the modest size of member-bank borrowings at the 
Federal Reserve Banks, does it seem that in respect to credit 
policy, the Open Market Committee is more important than 
the Board of Governors? 

b) How important do you think the power to suspend reserve re- 
quirements to be? 

12. What considerations are involved in determining whether or not 
a state bank should apply for membership in the Federal Reserve 
System? 
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Contrasting Foreign Banking Systems 


Because the economic structures of Canada, England, France, 
and Germany in many ways resemble our own, we find many simi- 
larities between the banking systems of the United States and 
those countries. This fact is not surprising, since common prob- 
lems often tend to be met by similar solutions. Moreover, our 
own banking system developed under foreign influences. Early 
American bankers frequently had English and European back- 
grounds, and the proposed reforms of the old national banking 
system, which culminated in the passage of the Federal Reserve 
Act, were based upon a careful study of the operation of foreign 
banking systems. Nevertheless, the American banking system 
and banking practices differ in a great many respects from foreign 
systems and foreign banking practices. Foreign methods of char- 
tering differ materially from the American, as do also the degrees 
of concentration in control, the relations of banks to industrial 
enterprise, and the nature of the operations of central banks. We 
can broaden our understanding of banking problems, therefore, 
if we examine briefly the banking systems of a few foreign coum 
tries. 


The Canadian Banking System 

The chartered banks , Ten chartered banks make up the com- 
mercial banking system of Canada. Because the Canadian bank- 
ing law permits the establishment of branches (both at home and 
abroad), and because a large minimum capital requirement of, 
$500,000 has been adopted, Canada has built up a banking system 
consisting of a few large banks rather than a host of smaller ones. 
Twenty-eight banks were originally reincorporated under the 
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Bank Act of 1871. The number rose to a maximum of 41 in 
1886 and has declined, through failures and mergers, to the present 
ten. 1 The charters issued under the Bank Act have a life of only 
ten years, giving occasion for a regular revision of the law at the 
end of every decade. This plan has the obvious advantage of 
bringing the banking law before the public for scrutiny at regular 
intervals, a practice in clear contrast with the sporadic efforts at 
amending the banking laws of the United States. 

The size and the availability of numerous branches of the 
Canadian banks enable businessmen to obtain adequate accom- 
modation from a single bank instead of compelling them to bor- 
row from several banks, as often happens in the United States. 
Banks therefore become intimately acquainted with the borrower’s 
affairs and can more safely extend him needed assistance than 
might otherwise be possible. Moreover, the law (Sections 88 
and 89) permits banks to obtain a first lien on that part of the 
borrower’s goods which is listed as security when the loans are 
made. This privilege exists in the case of loans to dealers in the 
products of the extractive industries (agriculture, forestry, mining, 
and the like), loans to farmers on threshed grain, and loans to 
manufacturers. To protect the other creditors of businessmen 
who borrow from banks, loans made under Sections 88 and 89 
must be registered in the office of the Assistant Receiver General 
of the province of the borrower. The liens of banks are superior 
to those of unpaid vendors whose claims were unknown to the 
bank when the loans were made. Claims to goods in process are 
not affected by a change in form, and when goods originally subject 
to the lien are sold, any substitute goods bought by the borrower 
come under the lien. If the borrower defaults on a bank loan or 
embarks upon a policy which displeases the banker, the latter may 
take possession of the goods. The arrangement is mutually ad- 
vantageous to bank and borrower. The bank receives the same 
degree of protection as that afforded by warehouse receipts; the 
borrower, because of the superior security offered, can obtain 
more assistance from his bank than would be possible if he were 
not able to give the bank a preferential lien. At the same time 
he is allowed a flexibility in the use of his goods and in the disposal 
of them that would be impossible to obtain through the use of 

i Willis, H. Parker, and Beckhart, B. H., eds,, Foreign Banking Systems, New 
York, Henry Holt & Co., 1930, pp, £98 and 336. 
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warehouse receipts. To simplify the procedure, the 1944 revision 
of the Bank Act provides for a form of blanket security that elimi- 
nates the necessity existing under the old rule for the lending bank 
to be notified of every change in collateral. 

Canadian chartered banks, in general, confine their lending to 
financing the short-term credit needs of agriculture, commerce 
and industry. But Canadian farmers, like those of the United 
States, need longer-term funds with which to purchase equipment 
necessary in modern agriculture. Therefore, since 1944, the 
chartered Ijgnks have been permitted to make ‘‘medium-term” 
loans for farm improvement under a partial guarantee by the 
Canadian Government authorized by the Farm Improvement 
Loan Act. Under this Act, the Minister of Finance may guarantee 
a bank against losses to the amount of 10 per cent of the total farm 
improvement loans that the bank holds. Such loans are secured 
by a lien on the equipment purchased, and when for over $2,000, 
may have additional security of a real estate mortgage. The maxi- 
mum rate of interest allowed on such loans is 5 per cent. 

Banks are prohibited from making loans on any bank stock or, 
except for farm improvement, upon real estate security. The 
prohibition of loans upon real estate has undoubtedly exercised a 
wholesome influence upon the assets of the chartered banks, but 
at the same time it has prevented farmers from having access to 
banks for financing purchases of land and for making improve- 
ments. In another respect, however, the Canadian system has 
been of distinct benefit to agricultural regions. The branch banks 
collect deposits in the more populous areas, where funds are 
plentiful, and lend them in the prairie provinces, where capital 
is naturally scarce. The Canadian farmers in the prairie prov- 
inces obtain loans at rates substantially below those paid by the 
farmers of the Dakotas. 2 On the other hand, the branch banking 
systems have been accused of tyrannical practices in their lending 
policies and of sending out young managers into rural districts to 
gain experience at the expense of the communities they are sup- 
posed to serve. 

Note issue . Before 1935 paper money in the Dominion was 
limited to two types: Dominion notes and notes of chartered banks. 
The banks were originally granted the right to issue notes to the 


2 Willis and Beckharl, op. at., pp. 453-453. 
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amount o£ their paid-in capital, but this limitation became 1 irksome 
as the currency needs of the country expanded. The bank note 
issues were largely utilized to meet the ordinary currency needs, 
leaving little expansion power for the seasonal needs of the agri- 
cultural districts. To meet this difficulty, permission was granted 
in 1908 for the issue of additional bank notes during the autumn 
and early winter months to an amount equal to 15 per cent of a 
bank’s capital and surplus. Notes so issued were taxed at 5 per 
cent per year while outstanding. 

The notes issued by each of the ten chartered banks are secured 
by a prior lien against the general assets of the issuing bank and 
by a Bank Circulation Redemption Fund contributed by the banks 
and held by the Minister of Finance. 

Since the establishment of the new central bank, the Bank of 
Canada, on March 1 1, 1935, the right of note issue by the chartered 
banks has been gradually reduced. Since January 1, 1950, all 
such notes must be retired from circulation within Canada. For 
circulation outside of the Dominion banks may maintain an issue 
equal to not more than 10 per cent of their unimpaired capital. 

Canada's need for a central bank , Until March 11, 1935, 
Canada had no central bank, and in this pre-central bank era the 
chartered banks maintained their liquidity by placing short-term 
or call loans in New York, which could be relied upon as a source 
of quick funds in time of need. Currency demands were met by 
an expansion of note issue, and complete freedom from any legal 
reserve requirements gave the banks an opportunity to make actual 
use of available cash reserves as needed. This whole procedure 
was in marked contrast with the situation in the United States 
before the establishment of the Federal Reserve System, Never- 
theless, there arose a need for some source of added reserves, espe- 
cially after the outbreak of World War I in 1914. The answer 
to this need was the Finance Act of 1914, which permitted the 
chartered banks and the Quebec savings banks, in time of emer- 
gency , to obtain legal tender Dominion notes by depositing ap- 
proved securities with the Minister of Finance. The borrowing 
banks were required to pay at least 5 per cent interest on these 
advances. 

Nine years later came the Finance Act of 1923, which permitted 
the Minister of Finance to make advances to the banks at rates of 
interest prescribed by the Treasury Board for periods up to one 
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year, regardless o£ whether or not an emergency existed. These 
advances were to be secured by the deposit of either approved se- 
curities or certain specified types of short-time notes and bills of 
exchange. Thus, there developed a variety of central bank func- 
tions in the hands of the Department of Finance. The adminis- 
tration of the powers granted to the Department of Finance by 
this law was sharply criticized. Although it possessed some of the 
functions of a central bank, the Department had no discernible 
credit policy, and it failed to raise the rate of discount on its ad- 
vances of Dominion notes when such an increase would have been 
desirable. The resulting credit expansion set up an unfavorable 
international debt balance. 

When called upon to redeem Dominion notes in gold for ex- 
port, the Treasury found itself with a gold supply insufficient to 
maintain free convertibility, and for some time during 1928 and 
1929, the gold standard was practically suspended in Canada owing 
to the refusal of the Treasury to redeem Dominion notes in gold. 3 
The Canadian Bankers’ Association said in respect to the situation: 
“There exists no properly constituted body which can admit re- 
sponsibility for the general supervision of credit or exchange in 
Canada.” 4 In 1933 a Royal Commission, appointed to study the 
Canadian banking and currency situation, recommended the 
establishment of a central bank. 

The Bank of Canada. The act authorizing the creation of the 
Bank of Canada went into effect on July 3, 1934, but was amended 
June 23, 1936, and again on July x, 1938. The Bank is under 
the management of a Board of Directors composed of a Governor, 
a Deputy Governor, and eleven directors. The capital of the bank 
is $5,000,000, consisting of 100,000 shares of $50 par value, all 
belonging to the Dominion Government. 

The Bank may buy and sell coin, gold, and silver bullion, 
bankers’ and trade acceptances, bills of exchange with maturities 
of not over 90 days, securities of the Dominion or any province 
with maturities of not over two years, and short-term securities 
of the United Kingdom and the United States. In addition, it 
may deal in bills of exchange and promissory notes indorsed by 

8 Curtis, C. A., "Credit Control in Canada,’* Papers and Proceedings of the 
Canadian Political Science Association } 1931, Vol. II, pp. 101-122. 

4 Quoted in the Report of the Royal Commission on Banking and Currency in 
Canada , 1933, p. 66, This Report contains a useful survey of the Canadian banking 
and monetary system as well as recommendations for improvements. 
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the chartered banks and may make loans to the chartered banks 
and Quebec savings banks on the pledge of eligible paper and 
securities. It may also make short-time advances to the Dominion 
Government and to any provincial government. The Bank acts 
as fiscal agent for the Canadian Government. 

The Bank took over the issue of all Dominion notes except 
those issued under the Finance Act, which were retired on the 
establishment of the Bank. The Bank may also issue notes as 
needed by the country or by the chartered banks. The law speci- 
fies that a reserve in gold coin or bullion be maintained equal to 
at least 25 per cent of the Bank’s notes and deposit obligations. 
The gold reserve requirements were suspended by the Exchange 
Fund Order of 1940, which authorized the transfer of the Bank’s 
gold holdings to the Foreign Exchange Control Board. 

When the Bank of Canada was established, the chartered banks 
were required to surrender their gold to the Bank of Canada, and 
under penalty of 10 per cent on the amount of any deficiency, 
must carry reserves equal to at least 5 per cent of their deposits 
in the form of notes of the Bank of Canada or deposits with it. 

Regulation of banks . Before 1924, Canadian banks were free 
from external regulation. The failure of the Home Bank in 1923 
brought a demand for some sort of supervision, and the first result 
of this demand was an amendment to the Bank Act in 1924, which 
provided for an inspector general of banks, empowered to examine 
the chartered banks. A certain amount of self-regulation had 
been imposed in 1913 by a law that required an audit of the books 
by a representative of the stockholders. Moreover, the Canadian 
Bankers’ Association, incorporated in 1900, is empowered to pro- 
mote the interests and efficiency of banks and bank officers and 
the education and training of those contemplating employment in 
banks. It can establish and regulate clearinghouses and is given 
supervision over the issue and destruction of bank notes. It is 
also authorized to establish by-laws, with the consent of the Treas- 
ury Board, which have the effect of law. The revision of the 
Bank Act in 1944 provides for annual reports by the chartered 
banks to the Minister of Finance. These reports include informa- 
tion as to earnings and expenses and other statistics for publication. 

Other financial institutions . The chartered banks have not 
been allowed to make real estate loans, nor have they attempted 
to enter the field of administration of trusts. To a limited extent 
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they can be said to have entered the investment banking field in 
that they execute orders to buy and sell securities for their cus- 
tomei's and underwrite government and municipal bonds and 
high-grade corporate issues. 5 Other institutions exist, therefore, 
to perform the ordinary financial functions that either are not 
performed at all or are insufficiently performed by the chartered 
banks. 

The Canadian investment bankers borrow from the chartered 
banks and trust companies to obtain funds to carry their portfolios 
of securities. In addition, they sometimes act as selling agents for 
issuing concerns where the risk of outright purchase has been too 
great. 6 

Real estate loans are made by two types of agencies. The first 
consists of mortgage loan companies, chartered under Dominion 
and provincial laws, which obtain funds by the receipt of deposits 
and the issue of debentures. In the second group are the govern- 
ment rural credit agencies. Ontario and Saskatchewan have prov- 
ince-owned, long-term rural credit institutions, but the Canadian 
Farm Board, organized in 1929, makes long-term loans in Alberta, 
New Brunswick, Nova Scotia, and Quebec. In addition, Ontario, 
Alberta, and Manitoba have provincial agencies designed to ex- 
tend short-term agricultural credits. 7 Trust companies engage 
in the performance of the ordinary trust company functions, and 
in addition, accept deposits and make long-term loans. 

The chartered banks accept both savings and current accounts. 
The Dominion Government operates a postal savings system 
called the Post Office Savings Bank. Ontario and Manitoba oper- 
ate provincial savings systems; Quebec has two large privately 
owned savings banks operating under provincial charters, as well as 
numerous co-operative people’s banks. 8 

Branches of Canadian Banks. One of the marked distinctions 
between Canadian banks and those of the United States is the 
existence of wide-flung branch banking systems. Although there 
has been a tendency since 1930 for the number of branches to be 
reduced somewhat, Canada’s ten banks operate more than 2,800 
branches. The location of these branches may be seen by examin- 
ing Table 16. 

5 Report of the Royal Conunission on Banking and Currency in Canada , p, 33. 

Qlbid., p. 45. 

7 Ibid., pp. 45-46. &Ibid., pp. 84-26. 
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Among the branches listed as outside of Canada, 31 were in 
Newfoundland, 7 were in England, 11 in the United States, 28 in 
British West Indies, 24 in Cuba, and 21 in Central and South 
America. 


The English Banking System 

The English banking system has four important divisions: (1) 
the joint stock banks; (2) the Bank of England; (3) the accepting 
houses; and (4) the discount market. 

The joint stock banks . The bulk of the banking business di- 
rectly affecting the general public is in the hands of the joint stock 
banks, since the volume of business of the private banks is rela- 
tively small and since the direct business of the Bank of England 
with the public is of a very limited sort. This joint stock mo- 
nopoly did not always exist. Originally private banks were an 
important part of the English banking system, but they had 
declined in 1946 to the point where there were only three banks, 
with total deposits of only £ 1 5,500,000.° Amalgamations reduced 
the number of joint stock banks in England and Wales from 104 
banks with 2,203 branches in 1890 to 13 banks with 9,751 branches 
by the end of 1939. 9 10 This high degree of concentration has 
tended not only to increase the efficiency and economy of banking 
service available to the public but also to bring about a greater 
uniformity of banking practices. One resulting uniform practice 
is the maintenance of a faiidy fixed reserve ratio, which adds con- 
siderably to the effectiveness of the credit policies of the Bank of 
England. Since 1879, the joint stock banks have been permitted 
to operate as “limited companies” — that is, companies whose 
stockholders are subject to limited liability. In Scotland, bank- 
ing is also in the hands of joint stock banks. 

Before 1946, except for the prohibition of the issue of notes and 
the requirement of an annual report or statement of condition to 
the Registrar of Joint Stock Companies, the joint stock banks were 
free from legal regulation or supervision. This freedom was in 
marked contrast to the American practice of close supervision and 
regulation by public authority. But the law that nationalized 

9 The Economist (London), Banking Supplement, November 16, 1946. In 1895 
there were 38 private banks with assets of £85,483,700. 

10 Ibid, Of the 13 banks, the “big five” handle about 85 per cent of the deposit 
business. The “big five” include Barclays Bank, the Midland Bank, Lloyds Bank, 
the Westminster Bank, and the National Provincial Bank. 
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the Bank o£ England on March 1, 1946, also established the right 
of the Bank to exercise certain controls over the joint stock banks* 
Specifically, the Bank, when public interest requires, may request 
information from and make recommendations to bankers. Fur- 
thermore, it may, if authorized by the Treasury, issue directives to 
secure performance of its recommendations. A banker who is 
the object of such a directive is entitled to a hearing by the Treas- 
ury. 

The deposits of the joint stock banks . The deposits of the 
joint stock banks comprise two classes; (1) current accounts, cor- 
responding to our checking accounts; and (2) deposit accounts, 
corresponding to our time deposits. Sonic idea of the relative 
size of the deposits of English banks and the cash reserves main- 
tained against them may be derived from Tabic 17. 

TABLE 17 

Deposits and Cash Reserves of the London Clearing Banks # 

(In millions of pounds) 


Years 

(Monthly 

Averages) 

Total 

Deposits 

Current 

Accounts 

Deposit 

Accounts 

Coin > Notes, 
and Balances 
with the 

Bank of England 

Reserve 

Ratio 

1935 

1,999 

1,054 

904 

215 

10.7% 

1936 

2,216 

1,197 

982 

228 

10.2 

1937 

2,287 

1,233 

1,011 

235 

10.2 

1938 

1 2,277 ! 

1,244 | 

1; 033 

241 

10.6 

1943 

3,677 

2,455 

1,222 

386 

10.5 

1944 

4,153 

2,765 

1,388 

437 

10.5 

1945 

4,692 

3,127 

1,566 

492 

10.4 

1946 

5,097 ! 

3,377 

1,720 

523 ! 

10.2 

1947 

5,650 

3,690 

1,959 

473 

8.3 

1948 

5,913 1 

3,850 

2,062 

486 

8.2 


* Monthly Digest of Statistics , London, June 1949, P- l21 * 


It is interesting to observe that the volume of current accounts 
(corresponding to demand deposits of American banks) approxi- 
mately tripled between 1938 and 1947, an expansion rate parallel- 
ing that of American commercial banks of the same period. 

The reserve ratio shows remarkable stability, reflecting the force 
of custom and tradition among British banks, which unlike Ameri- 
can banks, are entirely free of legal reserve requirements. More- 
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over, a cash reserve ratio of 10 per cent against all deposits is 
approximately the same as the cash reserves required of American 
banks before increased reserves requirements were instituted after 
1935 to absorb the excess reserves arising from United States gold 
imports. An interesting change in the reported cash reserve ratios 
of English banks appeared in 1947, when the reserve ratio dropped 
to 8.3 per cent. This change, however, represented no real change 
in the reserve position of the English banks. Before 1947, because 
the banks issued published statements on different days of the 
week, each bank “window dressed” its cash reserve position on the 
statement day by shifting some of its earning assets (money at call 
and at short notice) to other banks and thus acquiring, for the time 
being, a larger balance at the Bank of England. Thus when banks 
found their cash position reduced below the customary level it 
was possible for them to keep up appearances by this scheme of 
mutual aid. It happened, therefore, that when the Bank of Eng- 
land was acting to reduce bank reserves and impose credit restraint, 
window dressing practices enabled the banks to postpone adjust- 
ment while dinging to the appearance of maintaining their tra- 
ditional reserve ratios. 11 But this habit of window dressing came 
to an end with the adoption of a uniform date for issuing state- 
ments of condition by all banks. 12 

Loans and investments of joint stock banks. The portfolios 
of the joint stock banks are so arranged as to give a proper degree 
of liquidity. The most liquid of bank assets is money at call and 
lenL at short notice (up to ten days). Such loans are made to the 
bill market, which we shall examine later, and to some extent to 
the stock exchange. Next in order of liquidity are bills of ex- 
change and treasury bills that have been discounted. These bills 
derive their liquidity from the fact that they are of short maturities 
and may be allowed to “run off” at maturity (not replaced by new 
bills) in case the banks wish to increase their reserves. The invest- 
ments of the banks are mainly long-term and short-term govern- 
ment issues. Finally, the banks advance funds to customers either 
in the form of overdrafts on current accounts or on ordinary loans. 
Table 18 shows the relative importance of the different elements 
of the joint stock banks’ portfolio. 

11 On this point see Sayers, R. S., Modern Banking , Oxford, 1948, pp. 37-40, 

12 “The Changing Shape of Britain's Monetary System," Midland Bank Review , 
February 1948, p. 4. 
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TABLE 18 

Percentage Ratio of Different Types of Assets to Total Deposits 
of the London Clearing Banks * 


Year 

Money at Call 
and 

Short Notice 

Bills 

Discounted 

T reasuvy 
Deposit 
Receipts 

Investments 

Advances to 
Custo 7 ners 

1929 

8.6% 

12.7% 


15.8% 

55.5% 

1935 

7.1 

13.3 


30.7 

38.0 

1938 

6.6 

12.2 1 


27.9 

42.8 

1944 

4.3 

4.1 

33.3% 

28.0 

18.0 

1947 

7.9 

12.7 

23.1 

26.0 

19.6 

1948 

8.0 

12.6 

21.7 

25.0 

22.3 


♦Compiled from the Monthly Digest of Statistics , London, June 1949, P* 121 • 


During the war money at call and short notice, bills discounted, 
and advances to customers declined sharply. In their place ap- 
peared a new item, “treasury deposit receipts,” which were a form 
of 12-month Treasury obligation issued to banks. By the end of 
the war about £2,000 millions were outstanding and comprised a 
major item in British bank assets . 13 

The accepting batiks. The financing of foreign trade is a vital 
matter in such a country as England. It is not surprising, there- 
fore, that special institutions to assist in this financing developed 
at an early date. One of the most important methods of caring 
for the credit needs of foreign traders is through the use of the 
letter of credit and the banker’s acceptance. In England the 
issuance of letters of credit and the acceptance of drafts drawn 
thereunder have been concentrated mainly in the hands of ac- 
cepting houses that specialize in the hazardous business of evalu- 
ating the credit standing of the applicants for letters of credit. 
Not only do they “accept” for domestic importers, but, in order to 
finance exports and the shipment of goods between foreign coun- 
tries, they furnish the same service for foreign clients and foreign 
correspondent banks. These accepting houses receive a commis- 
sion for their service, varying from 1 to 2 per cent per year, de- 
pending upon the risk involved and the client’s credit. The joint 


13 Cf. "The Changing Shape of Bntain’s Monetary System/’ Midland Bank 
Review , November 1947, p, 4. 
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stock banks also engage to a limited extent in the accepting busi- 
ness. 14 

Although the accepting banks do not engage in commercial 
banking, they carry on, in addition to their acceptance business, 
a rather extensive variety of financial operations, which have been 
well described by Hartley Withers in the following quotation: 15 

Other functions of the merchant firms and the accepting houses are their 
activity in general finance and in exchange business. Both of these functions 
arise out of their old business as merchants, which gave them close connection 
both with the governments and the business communities of foreign countries. 
Their connection with the governments naturally led to their providing credit 
facilities for them, and to their handling loans and other operations which 
these governments might have to conduct in the London market. Many of 
them act as regular agents of foreign governments, making issues of bonds 
on their behalf, paying their coupons, and conducting amortization and other 
business in connection with their loans; and their connection with the general 
business community inevitably led to their doing a considerable exchange 
business with foreign countries, financing drafts on them for the purposes of 
travel and the innumerable other arrangements which necessitate the transfer 
of credit from one country to another. It should perhaps be added that the 
Bank of England’s court of directors is largely recruited from the ranks of 
tire accepting firms and finance houses. . , , 

The future of the London accepting banks appears somewhat 
dimmed by the changes arising out of the war. Government trad- 
ing of the war years sharply reduced the importance of acceptances 
in financing foreign trade. Consequently, the sterling bill may 
never again achieve its old popularity in the foreign exchange 
markets and in such a case the influence and importance of the 
accepting banks will be correspondingly diminished. 

The discount market. The offerings of accepted bills of ex- 
change are taken off the market by a class of specialists who are 
known by the general term of bill brokers. These specialists pos- 
sess a great volume of information concerning the credit of mer- 
chants and the standing of different classes of bills of exchange, 
data which they use to derive an income for themselves. These 
specialists fall into three general classes: (1) the running brokers;* 
(2) the retail dealers; and (3) the discount houses. 16 The running 

14 Report of the Committee on Finance and Industiy , pp, 40-42. For an inter- 
esting discussion of the manner in which certain merchants of high credit standing 
took over the function of accepting drafts and hence were called “merchant bankers,” 
see Withers, Hartley, The Meaning of Money , New York, E, P. Dutton & Co., 1916, 
pp. 160-161. 

is The English Banking System , N. M. C. 1910, p. 57. 

10 Withers, Hartley, The Meaning of Money, Chapter VIII. Also see the Report 
of the Committee on Finance and Industry, pp. 43-45. 
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brokers, who arc relatively unimportant, act merely as interme- 
diaries between the sellers of bills on the one hand, and banks and 
other investors on the other. They work for a commission and 
invest no capital of their own. The retail dealer operates in sub- 
stantially the same manner as do bill brokers in the American bill 
market. They purchase bills and resell them at a profit, but in 
the meantime they must borrow funds with which to carry their 
portfolio of bills. The discount houses, although engaging in 
some retail business, are primarily engaged in buying bills and 
holding them until maturity. The funds to carry these bills are, 
for the most part, obtained by borrowing on call or short notice 
from banks or other lenders, and from general deposits on which 
interest is paid at a rate somewhat above that offered by the banks. 
The discount houses operate on a very narrow margin of owned 
capital; their large volume of borrowed capital places them in an 
extremely vulnerable position in respect to the money market. 
Whenever the banks, as a whole, find it necessary to improve their 
cash reserves, they do so by reducing their loans to the discount 
houses and other money market dealers. These in turn must ob- 
tain cash immediately, and they can do so only by discounting 
acceptable bills with the Bank of England or by borrowing from 
it on the security of bills or government securities. Thus, it is 
mainly through the discounting of bills for the bill brokers that the 
Bank of England acts as a lender of last resort for the English 
money market. 

During the 1930’s the discount houses increased their dealings 
in short-term government bonds to fill in the gap in their port- 
folios arising from the shortage of commercial bills during the 
depression. During World War II, this practice increased. 
Moreover, Treasury bills largely supplanted commercial bills in 
the bill portfolios of the discount houses. 

The number of discount houses declined from 18 to 11 between 
1941 and 1944* Of those disappearing, five were merged with 
other houses and only two retired from business altogether. 17 

The Bank of England . Founded in 1694 for the purpose of 
making loans to the hard-pressed government, the Bank of Eng- 
land is closely bound up with traditions which have the force of 
law itself. Before March x, 1946, it was privately owned, and 


U CL Higgins, Benjamin K., Lombard Street in War and Reconstruction * 
National Bureau of Economic Research, 1949. 
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except for the law governing its advances to the government and 
its note issue, and the requirement that a weekly statement be 
published, it was free to carry on banking functions in any way it 
desired. 

Inaugurating the socialization policy of the Labor Party, the 
Bank of England Act of 1946 became effective on March 1. Un- 
der the nationalization law, the private stockholders transferred 
their shares to the Treasury and received in return 3 per cent gov- 
ernment obligations.* It was arranged that the annual return on 
the government obligations issued in exchange for the Bank's 
stock should be equal to the average annual dividends paid by the 
Bank during the 20-year period preceding March 31, 1945. These 
obligations may be redeemed by the Treasury on or after April 
1966. 18 

The management of the Bank is in the hands of the Governor, 
a Deputy Governor, and 16 Directors, appointed by the King. 
The Treasury, after consultation with the Governor of the Bank, 
may give such directions to the Bank as appear necessary in the 
public interest. The purpose of nationalization lay in the belief 
that economic planning, of the sort visualized in the program oi 
socialization, required some direct control over the creation of 
the monetary and credit tools of the economy. One may doubt 
whether the change is of more than symbolic importance since 
the Bank under private ownership was operated in the public 
interest and in close cooperation with the Treasury requirements. 

Circulating notes of the Bank of England' make up all of the 
currency of England and Wales, with the exception of minor token 
coins. 19 The volume of notes that the Bank may issue is deter- 
mined by a peculiar rule whose origin dates back to the Bank Act 
of 1844. As a means of avoiding excessive note issues, this famous 
Bank Act required that note issue be separated from the banking 
department of the Bank of England and that notes should be issued 
only against 100 per cent gold coverage held by the issue depart- 
ment. An exception was made to this rule, which allowed the 
Bank to issue £14,000,000 in notes against a corresponding volume 

is Federal Reserve Bulletin , May 1946. 

19 The eight Scottish joint stock banks and certain banks in Northern Ireland 
have the right to issue notes backed 100 per cent by Bank of England notes and 
in addition a small volume of fiduciary or uncovered notes. Report of the Gom- 
mittee on Finance and Industry, p, 28. 
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of government securities. Furthermore, as country banks with 
note-issue privileges for any reason became disqualified as note- 
issuing banks, the Bank of England was permitted to absorb two- 
thirds of their former note-issue privileges. By 1921 all of the 
country banks had lost their right of note issue, and in 1923 the 
fiduciary (uncovered) issue of the Bank of England stood at £19,- 
750,000. Under the Currency and Bank Notes Act of 1928, the 
Bank of England absorbed the currency (treasury notes) issued by 
the government during the First World War, and to accomplish 
this the Bank was allowed to expand its fiduciary issue to a maxi- 
mum of £260,000,000. 

During the emergency growing out of the outbreak of the war, 
the Currency and Bank Notes Act of 1939 provided for the expan- 
sion of the fiduciary issue above £260 million upon the approval 
of the Treasury. Any issues in excess of £260 million are subject 
to review by Parliament if outstanding over two years. Because 
practically all of the gold coin and bullion held by the issue depart- 
ment was transferred to the Exchange Equalization Account in 
September 1939, all of the present issue, with a minor exception, 
is fiduciary in nature. Also the Act of 1939 freed the Bank of 
its old obligation to buy gold at a fixed price and made provision 
for valuing any gold held by the bank at the current price of gold 
rather than at the old legal gold parity price. 

The banking department of the Bank of England obtains notes 
for its use by depositing gold, at times when it has gold, or govern- 
ment securities with the issue department. 

Something of the nature of the Bank of England's affairs may 
be seen in the statement of condition given in Table 19. 

As can be seen from Table 19, the deposits of the banking 
department are nominally divided into three classes. “Public 
deposits” are the funds belonging to the various branches of (he 
British Government. Of the “other deposits,” the “bankers* de- 
posits” are the balances of die British banks, whereas “other ac- 
counts” include balances of Dominion and foreign banks, deposits 
of the Indian and colonial governments, and the deposits of finan- 
cial houses and private customers. The assets of the banking 
department (right-hand side of the balance sheet) consist of: (1) 
government securities, including Treasury bills acquired on the 
initiative of the Bank; (2) discounts and advances, which include 
bills brought to the Bank for discount and advances to the bill 
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market and to the Bank’s own customers; (3) bank notes issued 
by the issue department but not in circulation; and (4) gold and 
silver coin. 20 


. TABLE 19 

Bank of England Returns, June 8, 1949 * 


Issue Department 


Notes issued: 


Government debt . . 

£ 11,015,100 

In circulation .... 

£1,280,136,412 

Other gov’t securities 

1,288,267,114 

In banking dcjH. . 

20,111,421 

Other securities .... 
Coin (other than 

705,521 



gold) 

12,265 



Amount of fidu- 




ciary issue .... 

£1,300,000,000 



Gold coin and bul- 




lion (at 172s. 3d. 
per oz. fine) .... 

247,833 


£1,300,247,833 


£1,300,247,833 


Banking Department 


Capital 

£ 14,553,000 

Government secu- 


Rest 

3,484,928 

rities 

£ 360,198,941 

Public deposits: . . . . 

37,816,283 

Other securities: . . , 

44,816,692 

Public Accounts. . 

7,962,509 

Discounts and ad - 


H.M , Treats . Spe- 


vances 

22,879,245 

cial Account . . 

29,853,771 

Securities 

21,937,447 

Other Deposits: . . . 

373,341,734 



Bankers 

287,428,766 

Notes 

20,111,421 

Other Accounts . . 

85,912,968 

Coin 

4,068,891 


£ 429,195,945 


£ 429,195,945 


* Source, The Economist , June 11, 1949. 


Although for many years the Bank of England refused to admit 
jits responsibility as a lender of last resort in time of stress, it is 
now firmly committed to that practice. 21 This means that it is 
accessible to eligible borrowers at their option, and that it has a 

20 Report of the Committee on Finance and Industry , pp. 29-30. 

21 Like any central bank., the Bank of England can render this aid only if it is 
well fortified with reserves. Although its directors were reluctant to admit that 
the Bank of England was substantially different from other banks, there was a 
tacit admission of its responsibilities in the fact that its reserves were normally 
higher than those of other banks and that it did come to the rescue of the money 
market by heavy rediscounts of bills and advances in times of trouble. On this 
point, see Bagehoi, Walter, Lombard Street , New York, E. P. Dutton & Co., pp. 
4^44, 64, 164-172. 
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moral responsibility to make advances at all times of financial 
emergency. In this respect its duty is similar to that of the Amer- 
ican Federal reserve banks. There is one important difference, 
however, between the English and the American central banking 
arrangements. Whereas member banks go directly to the reserve 
banks for accommodation, the English joint stock banks tradition- 
ally do not; instead, they reduce their loans to the bill market, and 
the bill brokers and discount houses in turn go to the Bank of 
England. Each Thursday the Bank normally fixes a rate, known 
as the “bank rate,” at which it will buy acceptable bills offered 
to it. Discount houses may either sell their bills outright to the 
Bank or borrow at the Bank, at a rate of one-half of 1 per cent 
above the bank rate, for periods of about one week. To be eligi- 
ble for purchase, commercial bills should “bear at least two good 
British names, one of which must be the acceptor.” 22 

The bank rate is effective in the British money market partially 
because of the custom of the “clearing banks” 2S of varying their 
own interest rates so as to keep them in a certain relation to the 
bank rate. This relation, in general, is that: (1) the clearing 
banks allow interest on time deposits at a rale 2 per cent below 
the bank rate; (2) the rate charged on advances to customers is from 
to 1 per cent above the bank rate; and (3) the rate charged on 
call money is somewhat above that paid on deposits. 24 Of course, 
it is entirely possible that in times of excessive reserves, competition 
for loans will force the market rate of interest below that justified 
by the customary relation to the bank rate. This situation is 
one with which we are familiar, for it occurs in relation to the 
Federal Reserve Banks when their discount rate becomes entirely 
ineffective because of the absence of need for rediscounting by 
member banks. But the small number of banks in the English 
money market and long experience with the leadership of the 
Bank of England make the moral effect of the bank rate greater 
than that of the Federal reserve rediscount rate. When, however, 

22 Report of the Committee on finance and Industry, pp. 43-44. It is reported 
that, before the end of the 1 930's, there was some direct discounting at the Bank of 
England by the joint stock banks, a violation of an 80 year old tradition. Cf. 
Sayers, R. S., “Central Banking in the Light of Recent British and American Ex- 
perience,” Quarterly Journal of Economics, May 1949, p. 201. 

28 Ten large London banks, with the Bank of England, are members of the 
London Clearing House, through which most of the check clearings for England 
and Wales are carried out. These ten banks are known as the “clearing banks.” 

24 Ibid,, p. 32. 
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the Bank of England wishes to make its rate effective, it does so by 
disposing of part of its assets. Thus, “cash” is absorbed from the 
money market just as open-market sales by the reserve banks re- 
duce members’ cash reserves, and the bill market is forced to resort 
to the Bank, where borrowers feel the effect of the bank rate on 
new advances and rediscounts. In the past, the Bank has resorted 
to borrowing on government bonds rather than outright sale when 
it desired to avoid losses that might result from a possible decline 
in the market value of securities. Now the policy is to allow 
short-term Treasury bills, of which the Bank carries an ample 
supply, to mature without renewal. 25 

The rediscount rate of the Bank of England, like that of the 
Federal Reserve Banks, appears to have lost much of its sig- 
nificance, Abandonment of convertibility of the pound and the 
use of exchange controls have removed most of the traditional 
reasons for changes in the Bank Rate. Tight money is no longer 
needed as a means of protecting the London money market from 
short-term capital withdrawals. The function of the Bank, there- 
fore, is mainly to provide the funds needed to enable the commer- 
cial banks to meet the business requirements of the country and 
the requirements of the government in its pursuit of full employ- 
ment. 


The French Banking System 

True to the individualistic traits of the French people, the 
banking system of France was long operated upon an individual- 
istic basis, with few public regulations imposed upon it. From 
this lack of regulation comes a lack of published data in respect 
to the banking business. Many banks have published no state- 
ments, and those that have often failed to provide a reliable pic- 
ture of their affairs. In fact, until 1941 there was not even avail- 
able a list of the banks in operation. 26 The French banking sys- 
tem has consisted of five major parts: (1) the Bank of France, which 
operates both as a commercial bank and as a central bank; (2) the 
great credit banks, which carry on the bulk of the country’s com- 
mercial banking; (3) the local and regional deposit banks; (4) the 


25 Hawtrey, R. G., The Art of Central Banking, New York, Longmans, Green & 
Co., 1932, pp. 151-152. 

26 Meyers, Margaret G„ “Nationalization of French Banks,” Political Science 
Quarterly , June 1949, p. 195. 
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investment banks; and (5) the private banks. 27 The nationaliza- 
tion law of December 2, 1945, classified the French banks into four 
categories. These are: (1) the Bank of France; (2) deposit hanks; 
(3) business banks; and (4) long- and medium-term credit banks. 28 

Deposit banks are defined as banks that receive public demand 
deposits and time deposits with maturities of not over two years. 
These banks may not hold investments in any one business enter- 
prise to an amount in excess of 10 per cent of its capital. This 
restriction, however, does not apply to participations in banks, 
financial agencies, or mortgage companies necessary to the opera- 
tion of the deposit bank. The four largest deposit banks, the 
Credit Lyonnais, the Societe General e, the Comptoir National 
d’Escompte de Paris, and the Banquc Nationale, were brought 
under government ownership and control on January 1, 1946. 
The management of each was placed in the hands of a board of 
12 directors. Four of these directors are appointed by the Slate, 
four are appointed by representatives of the trade unions, and four 
by the Minister 1 of Finance. Two of the four appointees of the 
Minister of Finance represent the Bank of France, and the other 
two are required to be persons with extensive banking experi- 
ence. 

Business banks are those whose principal activity consists of 
“taking participations and the management of participations' 1 in 
business enterprises; i.e. } investment banks. They receive deposits 
only from their own partners or personnel, or from enterprises in 
which they have investments amounting to 15 per cent of the 
total registered stock, or from enterprises in the promotion of 
which they participated to the extent of 15 per cent of the initial 
capital. Each incorporated business bank having total liabilities 
of over 500 million francs is brought under government control 
through the appointment of a government commissioner who is 
aided by a control committee comprised of a representative of in- 
dustry, labor, and financial institutions. The government com- 
missioner is authorized to attend all meetings of the boards of 
directors and of stockholders of the business banks and may exer- 


27 See the Introduction to “The Banking System of France/' by Robert J. Lemoine, 
in Willis and Beckhart, Foreign Banking Systems. 

28 See the Federal Reserve Bulletin, May 1946, pp. 483-488 for the details of the 
law of December 2, 1945, which provided for the nationalisation of banks and for 
their regulation. 
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rise a veto over “any decision contrary to the national interest/' 
The bank may appeal a decision of the commissioner before the 
National Credit Council. 

The Bank of France . Like the Bank of England, the Bank of 
France seems to owe its origin to the desire of government interests 
for a ready source of credit. It was founded in 1800 by Napoleon 
Bonaparte because he was unable to get satisfactory credit from 
the existing banks. 29 The Bank performs the threefold function 
of fiscal agent for the government, bank of rediscount, and com- 
mercial bank. In the last-named capacity it is the largest com- 
mercial bank in France and maintains over 600 offices and agencies 
throughout the country. Its capital, privately owned before Janu- 
ary 1, 1946, now belongs to the State. The old private stockhold- 
ers received, in exchange for their shares of stock, registered nego- 
tiable bonds having a redemption value equal to the liquidation 
value of the surrendered shares. 

Both for its regular business customers and for other banks, the 
Bank of France discounts trade ox bankers' bills with maturities 
of not over three months. These bills may be of either domestic 
or foreign origin and must bear three good names if unsecured or 
two names if secured by the Bank's own stock or by government 
obligations. It makes loans and advances on the security of 
French and colonial securities and upon gold. In its position of 
fiscal agent, the Bank lends financial support to the government 
by making short-time advances to it and by purchasing and dis- 
tributing its bond issues. 30 

The Bank has a monopoly on bank note issue. Originally the 
law under -which it operated required only that the note issue be 
so limited as to make it possible for the bank to redeem its notes 
in specie, but later a fixed maximum limit was provided. This 
limit had little effect upon the volume of note issue at times when 
limits were most needed, for the government promptly extended 
the limit whenever the legal maximum interfered with the ability 
of the Bank to make government loans. Since 1928, the law has 
required the Bank to carry gold reserves of not less than 35 per 
cent of its combined note and deposit liabilities without restric- 


2 $ Liesse, Andre, The Evolution of Credit and Banks in France , N. M. C. 1909, 
Chapter I. This study gives a comprehensive view of the origins and development 
of the Bank of France, as well as a briefer survey of the activities of the credit banks, 
so Willis and Beckhart, op, cil pp. 547-549. 
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tion on (lie total volume of notes* This requirement was sus- 
pended September i, 1939. 

The credit policy of the Bank of France is a moderate one. Its 
willingness to make advances to other banks (by rediscounting at 
regular rates not subject to frequent change) is in direct contrast 
with the more active part taken in credit control by the Bank of 
England. This stability of the French discount rate has been 
made possible in part by the stable economic structure of the 
country itself and in part by the freedom of the Bank of France 
from the sudden drains on its reserves arising from foreign de- 
mands, which are so important in the case of the Bank of Eng- 
land. 31 Whatever control on credit the Bank exercises comes 
through its discount rate, which is especially effective because of 
the direct contact that the Bank has with the business community. 
The influence of the Bank is further augmented by the customary 
use of bank notes as a medium of exchange in France, a custom 
maintained because of the imperfect development of any extensive 
check-clearing system. Any increase in business activity increases 
the demand for currency, which in turn leads to rediscounting. 
The volume of notes needed and the consequent volume of new 
rediscounting rise much faster under these circumstances than in 
the case of English business expansion, where the main require- 
ment is an increase in the reserve cash to support bank deposits. 
Unlike the American Federal Reserve Banks and the Bank of Eng- 
land, the Bank of France has resorted but little to the use of open- 
market operations as a means for credit control, although it pos- 
sesses limited power for such operations. 

The National Credit Council . The sharp departure from the 
old highly individualistic nature of French financial institutions is 
evidenced by the establishment of the National Credit Council 
under the nationalization law of 1945. The Council, in addition 
to its president, who is a cabinet minister, and the Governor of 
the Bank of France, consists of 38 members. Seventeen of these 
members represent the country’s principal economic activities. 
Seven represent the government. Seven are appointed by the 
Minister of Finance on the basis of banking and financial experi- 
ence. Seven represent public or semipublic financial institu- 
tions. 


31 Ibid ,, pp. 55^-560, 
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The Council is given power to participate in planning actions 
affecting banking practices and organization. It can make pro- 
posals and be consulted on problems concerned with general credit 
policy including financing of reconstruction, modernization of the 
national economy, and the control of imports and exports. In 
general, it acts as an advisory body to the several government Min- 
istries concerned with working out a planned economy in postwar 
France. 

The Banking Control Commission . More active control over 
French financial institutions centers in the Banking Control Com- 
mission. This five-man commission is comprised of the Governor 
of the Bank of France, the President of the Financial Section of 
the Council of State, the Manager of the Treasury, the Manager 
in charge of credit in the Ministry of National Economy, and one 
representative of the bank employees’ federation. The commis- 
sion can investigate, control, and exercise discipline over financial 
institutions. 


The German Banking System 

As a result of the war, the German banking system shared the 
fate of the general economic structure. Although there is little 
point in attempting to make a thorough examination of the pres- 
ent-day system, it is worth while to note briefly the most common 
types of commercial banks and the operation of the prewar central 
bank, the Reichsbank, and its postwar successors. 

Because of their highly varied activities, banks of Germany have 
been difficult to classify. In general they may be grouped into 
two classifications: public and private banks. The former have 
been either government owned or controlled, or co-operative in 
nature; the latter have been privately owned incorporated credit 
banks and private banks. 32 

The Reichsbank . Although its origin can be traced back to 
1765, the Reichsbank proper was established in 1875. Like the 
Bank of France, it was the central bank of its country, rediscount- 
ing notes and bills for other banks and making direct loans to 
them. Like the Bank of France, also, the Reichsbank dealt di- 
rectly with nonbanking customers who carried deposits with it 
and obtained funds from it. In addition it was responsible for 


32 Madden and Nadler, op. cit pp. 366-380. 
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the operation o£ a clearing system for effecting the transfer of 
funds between individuals and firms. Under the law of 1924, 
reorganizing the bank after the extreme inflation from 1922 to 
1923, a 40 per cent reserve in gold and foreign exchange was re- 
quired against notes issued, and not more than one fourth of this 
reserve was to be in the form of foreign exchange. As security for 
notes not covered by the required reserve, the bank was required 
to hold bills of exchange of not over three months* maturity. The 
German Reichsbank Latv of June 15, 1939, removed entirely the 
old requirements for a gold or foreign exchange reserve. Instead, 
the cover for note issue was merely required to be bills of ex- 
change, Treasury bills, securities, and call loans. 

In addition to its right to buy and sell bullion and foreign ex- 
change, the Reichsbank could discount bills of exchange bearing 
three good names and of not over three months* maturity, and 
three months' Treasury bills indorsed by a solvent third party. It 
could also make loans on the collateral of gold and silver, secu- 
rities, bills of exchange, and merchandise. Other German banks 
both rediscounted and borrowed directly at the Reichsbank to 
increase their cash reserves. The Reichsbank made short-time 
loans to the central government and purchased in the open market 
Reich, German state, and municipal bonds and bonds of public 
credit institutions. Open-market powers, however, were exercised 
only to a limited extent, for the Reichsbank relied mainly upon * 
its discount rate and credit rationing for its instruments of credit 
control. 

Both the banks and the general public carried '‘giro*’ or clearing 
accounts with the Reichsbank. The importance of these giro ac- 
counts may be visualized when one considers that payments in 
Germany generally are not made by checks on hank deposits, as in 
the United States and England. Instead, either currency is used 
or the payment is made through the giro accounts. Simply stated, 
the giro system transfers funds from the account of the debtor to 
the account oT the creditor upon an order of the debtor given 
directly to the bank. In the use of checks, the order is given to 
the creditor or payee, who himself presents it for payment or 
credit. The Reichsbank was able to undertake this function by 
reason of the 500 branches it maintained throughout Germany. 
Furthermore, it was closely tied in with the Reiclispost or giro 
system, operated by the post-office department, which made pay- 
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meats of smaller sums among smaller firms and individuals/ To 
facilitate further the clearing of obligations among financial insti- 
tutions and banks arising from dealings in bills, securities, and the 
like, the Reichsbank set up clearinghouses in the larger business 
centers, where all money claims might be exchanged and the bal- 
ance settled by credits on the clearing members’ accounts with the 
Reichsbank. Besides these clearinghouses set up by the Reichs- 
bank, other local clearinghouses existed that handled interbank 
clearings. 

The restoration of central banking in Western Germany since 
the war. BB Since early in 1947, the American and British Military 
Governments have sponsored the creation of a number of regional 
central banks in their zones of occupation. These banks, called 
Land Central Banks, are to replace the former regional offices of 
the old Reichsbank, By March 1948, eight of these regional 
central banks had been established. Ultimately the commercial 
banks of the region will become owners of the stock of the central 
bank. The functions of these regional central banks include 
dealing in short-term three-name commercial bills of exchange, 
short-term government bonds, and gold and foreign exchange, 
I11 addition they may lend against securities of the kind eligible 
for purchase. They may accept non-interest-bearing deposits for 
giro purposes and serve as a clearinghouse for remittances and 
checks of the commercial banks. The commercial banks oper- 
ating within the region must maintain minimum deposits with the 
regional central bank as reserve against deposit liabilities. 

On February 15, 1948, announcement was made of the establish- 
ment of a new central bank, The Bank of German States (The 
Bank Deutscher Laender), with headquarters in Frankfurt. This 
bank is designed to co-ordinate the activities of the regional cen- 
tral banks. The latter provide its capital of 100 million marks. 
Although not empowered to issue currency at the start, it is ex- 
pected that it will later take over the note issuing function. The 
bank is given the duty of promoting uniformity in banking policies 
by regulating the discount rates and open-market operations of 
the regional banks. Furthermore, it fixes minimum reserve re- 
quirements for these banks and may< also control the reserve 

33 "Central Banking Caws tor American Zone of Germany," Federal Rescue Bulle- 
tin , February 1947; “New Central Bank tor U.S, and British Zones o£ Germany/' 
Federal Reserve Bulletin , March 1948. 
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requirements imposed upon the commeicial banks. The bank 
may rediscount for and grant loans to the regional banks. It may 
also deal in gold and foreign exchange and act as a clearing agency 
for the settlement of transfers between regional banks. 

Summary 

Relation of banks to industry. The British banks grew up as 
instruments for financing trade and commerce rather than indus- 
try; this history has influenced their credit practices down to the 
present time. Reflecting this practice and the habit of financing 
both domestic and foreign trade by the use of bills of exchange, 
the credit extended by English banks is to a large extent in the 
form of discounted bills. Advances to industry are usually also 
for short periods. One may say, therefore, that the English com- 
mercial banks have almost exclusively confined themselves to fur- 
nishing short-time capital to British trade and industry. Rela- 
tively little long-time capital is advanced through stock market 
loans or bank purchase of industrial securities, and none through 
the making of real estate loans. Save for government securities, 
the commercial banking assets of English banks are primarily self- 
liquidating in nature, and only to a small extent do they depend 
upon “shiftability” for liquidity. The same is true of the big 
credit banks of France, although some of the smaller banks engage 
in long-time financing. This practice is in contrast with that of 
commercial banks in the United States, which have departed 
widely from mere extension of short-time commercial credits. Al- 
though they do not extend credit on real estate security, the 
Canadian banks extend loans to industry for periods somewhat 
longer than the maturity of bills of exchange bought by British 
banks. Nevertheless, their loans are mainly for working capital 
rather than for fixed capital purposes. In Germany, however, as 
in other Central European countries, the big banking institutions 
have extended both short-time and long-time credits. In contrast 
with the aloof attitude of British and French commercial banks 
is the policy followed by the German banks of affiliating them- 
selves closely with industry even to the extent of owning stock 
and participating in the management. 

Degree of supervision. The banks of the United States are 
probably the most closely supervised in the world. Next in line 
come the Canadian banks, which must submit to examination by 
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outside authority. The banks of England, France (before 1940), 
and pre-Nazi Germany were, in contrast, virtually free from regula- 
tion and control. Today the tendency is toward greater regula- 
tion. 

Relation of the central hank to the money market. Both the 
Bank of France and the German central banks rediscount for other 
banks and thus expand the cash resources of the commercial bank- 
ing system. This practice resembles the methods employed by 
the Bank of Canada and American Federal Reserve Banks in put- 
ting funds into the money market. In contrast is the practice of 
the Bank of England of purchasing bills of exchange from the bill 
market rather than from commercial banks. The Bank of Eng- 
land and the Bank of France deal directly with the business com- 
munity, injecting and extracting funds with an expansion and con- 
traction of loans. On the other hand, the American reserve banks 
and the Bank of Canada confine their lending to other banks. 34 
Only the Bank of England and the American Federal Reserve 
Banks make serious attempts to control the money market by open- 
market operations of the central banks. 

Questions for Study 

1. Can you list the outstanding differences between Canadian and 
American banks? 

2. Before the establishment of the Bank of Canada, how did Canadian 
banks a) carry their cash reserves? b) provide seasonal currency ex- 
pansion needed by agriculture? 

3. The Canadian Minister of Finance, 1923-30, acted as a central 
banker in making advances to banks. 

a) What were the objections to this? 

b) Compare the reasons for his actions with the actions of the 
United States Treasury during crises under the pre-Fcderal Re- 
serve national banking system? 

4. Identify the four important divisions of the British banking system. 

5. Compare the extent of outside regulation exercised over the com- 
mercial banks of Canada, England, and the United States. 

6. Examine Table 17. a) How did the growth of current accounts 
compare with that of demand deposits in the United States? b) 
What advantage, if any, can be ascribed to the reserve ratios of 
American banks in comparison with those of British banks? 

Although Federal Reserve Banks have limited power to make direct loans to 

industry, they have not made any significant use of it. 
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7. Contrast the manner in which British and American banks nor- 
mally acquire added cash reserves at the central bank. 

8. a) What are the British “accepting banks?” 

b) What is their place in the money market? 

c) Why does their future appear none too bright? 

9. Compare the prewar with the wartime and postwar function of the 
British discount houses. 

10. What changes arising from the war have occurred in the currency 
issues of the Bank of England? 

xi. How does die “Bank Rate” influence the British money market? 
Why is its position less important now than before the war? 
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XTaVING studied the operation of individual banks and the 
nature of our banking systems, we are now ready to examine the 
over-all consequences of bank credit operations. So far our study 
has proceeded on the assumption of the existence of a given level or 
quantity of bank assets and liabilities and our attention, therefore, 
has been mainly directed to questions related to their management 
and administration. We purposely postponed any detailed anal- 
ysis of how this body of assets and deposits came into being. 
Likewise we postponed an examination of economic forces and 
conditions determining their quantity. In Part V, therefore, we 
direct our attention to the question of how changes in the level of 
bank credit come about and the determinants of those changes. 

Measuring the volume of bank credit. The volume of bank 
credit may be measured by two separate standards. In actual prac- 
tice, these two standards are frequently confused and used inter- 
changeably. One measure is the amount of loans and investments 
of banks. This represents the credit extended by the banks to all 
borrowers — industrial, governmental, and private — whether for 
long or for short term. The total loans and investments of the 
banking system correspond roughly with the total bank deposits. 
This must be so because the loans of any one bank are limited by 
the volume of its deposits, whereas for all banks combined, the 
deposits are to a large extent limited by and are the result of 
loans. This paradox will be considered later, 

A second standard for measuring the volume of bank credit is 
the amount of bank notes and deposits subject to check. It is 
obvious that this meaning of “bank credit” differs from the first. 
Here it refers to the volume of bank promises-to-pay-on-demand 
343 
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which aie acceptable to the public and are being held by it in lieu 
o£ cash. In reality it represents the volume of demand crediL 
extended to the banks by their demand depositors and note hold- 
ers* Putting it in another way, it represents purchasing power 
held in the form of bank obligations. 

Each of these two definitions of bank credit has a special sig- 
nificance. The total loans and investments represent the volume 
of capital (measured in money) made available to borrowers 
through the medium of banks. The volume of deposits subject 
to check measures the extent to which the commercial banks are 
creating and furnishing the community with substitutes for specie. 
Not only does each of these concepts of bank credit have special 
significance, but they are also closely related to each other. Of 
the total amount of deposits resulting from lending operations of 
banks, a certain proportion will become additions to the supply 
of demand deposit currency. 

Expansion of Bank Credit 

Reserve requirements . Before tracing through the process of 
bank credit expansion, let us review briefly the question of the 
cash reserve requirements of banks. Banks’ cash reserves, of 
course, need be but a fraction of their deposit liabilities, Were 
this not so, bank deposits would be but claim checks for cash held 
by the banks, and expansion of bank credit would be impossible. 

Cash reserve requirements consist of (1) legal reserves dictated 
by legal authority; and (2) till money and funds deposited in other 
banks available as working cash. To satisfy the law and meet 
their working requirements, bankers must maintain a cash reserve 
equal to a certain percentage of deposits. Whenever banks possess 
such cash reserves in amounts in excess of requirements credit 
expansion can occur. 

T he expansion process . Let us assume that Bank A holds cash 
reserves $1,000,000 above its requirements. Let us make the 
added assumption that average bank reserve requirements against 
demand deposits are 20 per cent. The $1,000,000 of excess re- 
serve, therefore, is sufficient to support additional demand deposits 
to the amount of $5,000,000. The important question is how 
such ail expansion in demand deposits may come about. 

First, it must be clearly understood that Bank A, by itself, can- 
not create $5,000,000 in new demand deposits by lending that 
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amount and crediting it to borrowers’ checking accounts. Should 
it make such an attempt it would be confronted with a heavy drain 
of cash as soon as borrowers draw checks to utilize the proceeds of 
their loans, since it would be most unlikely that any sizable portion 
of such checks would escape being deposited in some of the 13,500 
other banks of the country. In order to be able to meet checks 
drawn by the new borrowers, therefore, Bank A must have excess 
cash in amounts about equal to the volume of its new loans. In 
other words, Bank A is able to expand its loans by $1,000,000 on 
the basis of $1,000,000 in excess reserves. It makes no difference 
whether borrowers take the proceeds of their loans in cash or in 
credit on their checking accounts. If the borrowers take cash, the 
statement of the lending bank will show an increase in loans and a 
corresponding decrease in cash. If the proceeds are taken in addi- 
tions to checking accounts, the statement will show an increase in 
deposit liabilities instead of a decrease in cash. This may best be 
illustrated by an assumed example. 

BANK A 

Befcne Lending After Lending Cash After Lending Deposits 

Assets: Assets: Assets: 

Reserve — $1,000,000 Reserve — None Reserve — $1,000,000 

Loans— None Loans — §1,000,000 Loans — $1,000,000 

Liabilities: None Liabilities: None Liabilities: 

Demand deposits— 

$1,000,000 

Regardless of the form the loan takes, Bank A will probably 
lose an amount of cash equal to the new loan. The borrowers 
will doubtless draw checks against new deposits created for them 
by the lending bank, so that for all practical purposes it makes 
little difference to the bank in which form the proceeds are taken. 
There has been some discussion among writers on banking as to 
whether or not the lending bank might, in fact, be able to retain 
part of the deposits credited to borrowers by virtue of the rule, 
frequently used and discussed elsewhere, that borrowei*s must carry 
deposit balances that bear some relation to the amount of loans. 1 
But this discussion need not concern us here. We may assume, 

1 For a discussion of this question, see Phillips, G. A., Bank Credit , New York, 
The Macmillan Co„ 1920 . For a later study, see Angell, James W,, and Ficek, 
Karel F., "Tne Expansion of Bank Credit," Journal of Political Economy, 1933 , pp. 
1 - 32 , 52 - 193 . 
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quite correctly for purposes of our analysis, that the bank may lend 
what it has in the way of excess reserve and will lose cash to the 
amount of the new loan. 2 

Multiple expansion of bank credit on the basis of new reserves. 
The $1,000,000 excess reserve of the bank in our example may be 
made the basis of an expansion of bank loans and deposits to some 
multiple of itself. This expansion process takes place as follows. 
The borrowed cash, whether withdrawn from Bank A at the time 
of the loan or later through checks, is redeposited in other banks. 
Hence, as a result of the $1,000,000 loan by Bank A, other banks in 
the community receive new deposits of a like amount. But in 
the hands of these other banks, which we may call Banks the 
new deposits are mingled with the other existing deposits and 
become subject to the law of large numbers, so that a relatively 
small cash reserve (20 per cent, perhaps) will suffice to protect the 
bank. Therefore Banks R will have $1,000,000 in new deposits, 
requiring cash reserves of $200,000. This leaves Banks B with 
free cash or unused reserves of $800,000, which can be used as a 
basis for new loans of $800,000. These new loans will result, as 
before, in a loss of cash equal to the amount of the loans and a 
corresponding expansion of deposits in other banks, which we shall 
call Banks C. This series of banks, after setting aside 20 per cent 
of their newly acquired cash as reserve against their new deposits, 
will in turn find themselves in possession of unused cash reserves 
that enable them to make new loans. Thus we see that, so long 
as acceptable borrowers are available, new loans will be made and 
new deposits created until the original $1,000,000 in excess reserves 
has been split up into 20 per cent reserves behind a new $5,000,000 
in deposits. 3 If part of the new deposits are put into time deposit 
form by the individuals who ultimately come into their owner- 
ship, the amount of cash reserves required will be less (6 per cent 
instead of 20 per cent), and the new cash reserves referred to above 
will support a larger volume of new loans and deposits. 

The above illustration is perfectly accurate in its description of 
the theoretical aspect of the way bank credit is built up. The 

2 Any deposits that individual banks create out of forced balances are inert and 
unimportant from the standpoint of credit expansion. Because they require re- 
serves, they restrain rather than increase the power of the banking system to creaLe 
active deposit currency. 

3 The same effect on 'deposits arises from the purchase of securities by banks as 
from the making of loans. 
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expansion process may and probably does in practice frequently 
take place in a somewhat different way. If all of the banks of 
the community came into possession of new reserves at the same 
time, it is possible that all would find themselves simultaneously 
making new loans and creating new deposits at a rate approxi- 
mately proportional to the illative size of each bank. If this 
should happen, each bank would find itself gaining new deposits 
created by other banks at about the same rate that its own loans 
were tending to bring a loss of cash. To the extent that this is 
true, no bank would experience a loss of cash, and the expansion 
of loans and deposits could continue for each bank until its reserve 
ratio had fallen to the conventional figure. Whether or not the 
banks of the community expand their loans and deposits “in step/* 
the principle of bank credit expansion is the same. 

Contraction in volume of bank credit . The opposite procedure 
occurs when the supply of available bank reserves is reduced. 
Let us suppose that Bank A suffers a decline in its supply of legal 
reserves as a result of the export of gold or a sale of government 
securities by the Federal Reserve Bank. Assuming that the bank 
is “loaned up,” and has no excess reserves, the loss of reserves re- 
quires that it take some action. It may, of course, borrow addi- 
tional reserves at the reserve bank and thus avoid the immediate 
necessity of a reduction in credit. If, on the other hand, it decides 
to curtail its credit lines, the sequence of events will be the reverse 
of those of the expansion phase. Bank A can reduce its loans and 
investments by requiring its borrowers to repay their loans and by 
selling securities. But this process attracts an equivalent volume 
of cash away from the other banks in the banking system, for 
debtors will be unable to repay loans merely by relinquishing 
their claims (deposits), against Bank A alone. The repayment of 
loans to Bank A therefore must involve the sale of merchandise and 
securities to individuals and firms who are customers of other 
banks. Similarly, if Bank A sells securities to replenish its cash 
reserves, that process will attract cash from the reserves of other 
banks. The loss of cash reserves by these other banks, which we 
may call Banks B, requires them in turn to reduce their loans and 
investments by an amount roughly equal to their reserve losses. 
This in turn attracts cash reserves from yet other banks, which we 
may call Banks C , in an ever-widening circle. With each reduc- 
tion in loans and investments, deposits decline correspondingly. 
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The progressive shrinkage of credit, therefore, must continue until 
the deposit structure of the banking system has fallen to the point 
where the reduced volume of reserves bears the appropriate rela- 
tion to deposits. Of course, if a bank or banks at any point in the 
process just described were to borrow new reserves at the reserve 
banks instead of reducing loans and investments, to that extent the 
shrinking of credit would be unnecessary. 

Determinants of the Volume of Bank Credit 

The demand for bank credit . In the foregoing analysis of bank 
credit expansion it was assumed that borrowers were readily avail- 
able to absorb the additional loans that banks were prepared to 
make. In other words, there was assumed to exist an unlimited 
demand for any available bank credit. Obviously such an assump- 
tion is at times unwarranted. Especially is this true when depres- 
sion strikes and profit prospects fall away. On the other hand, 
when profit expectations improve, as they do in times of prosperity, 
business firms seek loans in order to expand the scale of their 
operations. Without attempting here to examine the intricate 
causes behind fluctuations in business, we may conclude that the 
demand for bank loans changes sharply with the business cycle. 
Consequently the volume of credit rises in times of prosperity and 
boom and falls away during depression. These changes are fur- 
ther accentuated by the fact that the credit position of borrowers 
improves with prosperity and worsens during depressions. Dur- 
ing periods of prosperity borrowers both have greater desire to 
borrow and become more eligible for credit. 

Loans other than those to business also show marked cyclical 
variations. The demand for funds to finance speculation, con- 
struction, and consumer expenditures reflect changes in business 
activity, employment, and profits. 

Investments of banks. When banks puixhase securities they 
are extending credit quite as effectively as when they make loans. 
Hence an increase in commercial bank holdings of securities tends 
to cause an expansion of demand deposits. The "demand” for 
this form of bank credit is evidenced by the appearance in the 
market of securities available for bank purchase. It happens that 
such a demand for bank credit need not fluctuate in the same 
manner as does the demand for loans to private business. For 
example, during the 1930 ’s, a substantial volume of securities ap- 
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peared for purchase by banks. Governmental bodies, including 
the United States Treasury, entered the market for credit and 
their securities were readily purchased by the banks, The result 
was an expansion in bank demand deposits. One may conclude, 
then, that periods of governmental budgetary deficits tend strongly 
to lead to an expansion in the quantity of bank credit, When 
such deficits appear during depressions the expansion of bank 
credit through security purchases counteracts the shrinkage in loan 
credit. Of course, the most outstanding example of bank credit 
expansion based on bank purchase of securities occurred during 
the war. 

Willingness of banks to lend and invest , More than borrower 
demand is required for bank credit creation. Unless banks possess 
adequate amounts of excess cash reserves and are willing to assume 
the risks of lending, demand will not be translated into bank 
credit. But at times banks are reluctant to lend even when they 
possess excess reserves. When business prospects are uncertain, 
many would-be borrowers are unable to qualify for loans. When 
depression becomes severe and prices are falling, bankers will lend 
only to borrowers of the highest credit standing. Moreover, 
bankers like to be amply fortified with cash if there arises any 
threat of runs by depositors. At such times, even firms with good 
credit standing may find borrowing difficult. Clearly, then, the 
volume of bank credit depends in part upon the willingness of the 
banks to assume loan risks. 

Even though suitable borrowers are not available, banks may 
invest in securities. Unless panic conditions create an abnormal 
demand for excessive cash, banks turn to investments during de- 
pressions. Unless high-grade short-term obligations are available, 
however, investment by banks may be slowed up by fear of capital 
losses induced by possible future increases in interest rates. 

The “ internal drain 99 of cash into circulation . A limit to the 
maximum amount of bank loans and deposits that can be sup- 
ported under existing reserve requirements by any given cash 
reserve is found in the so-called internal drain of cash into circu- 
lation, which accompanies the expansion of loans and deposits. 
As bank loans expand and new deposits are created, the expanding 
volume of demand deposits may be accompanied by a growth in 
trade and production and some rise in the level of prices. Grad- 
ually the uses for hand-to-hand currency rise through the increase 
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of both payrolls and retail prices. When banks are free to shift 
their demand deposit obligations into the form of bank note cur- 
rency, this demand for additional currency can be met without 
embarrassment. Where this shift cannot easily be made, as is the 
case in the United States, the currency for circulation must be 
taken out of the banks' own cash reserves. Therefore the ability 
of banks to expand credit on the basis of new reserves is consider- 
ably limited. 

The amount of internal drain of cash reserves into circulation 
varies with different conditions. Where deposits are utilized to 
handle dealings in securities, an expansion of deposits is accom- 
panied by a more belated demand for currency in circulation than 
if an increase in demand deposits were utilized to support a com- 
modity price expansion. Some idea of the requirements for 
circulation may be obtained from Table 20, which shows the 
money held by the public and the deposits subject to check at the 
end of June. 

External drain under the gold standard. Another factor limit- 
ing the expansion of bank credit is found in the “external drain* * 


TABLE 20 

Money tn Circulation and Adjusted Demand Deposits, All Banks * 
(In millions of dollars) 


End 

of 

June 

Adjusted 
Demand 
Deposits ** 

Currency 

Outside 

Banks 

Percentage Ratio 
of Currency to 
Demand Deposits 

1929. . 

. 22,540 


16 1 

1933 

14,411 

4,761 

33.0 

1938 

24,313 

5,417 

22.2 

1939 

27,355 


21.9 

1940 

31,962 


20,9 

1941 

37,317 

8,204 

21.9 

1942 


10,936 

26.1 

1943 

56,039 

15,814 

28.2 

1944 



34.7 

1945 

'Wm St 


36.3 

1946 

79,476 

26,515 

33.3 

1947 

82,186 

■ 

31.9 

1948 

82,697 

1 


1949 

81,877 

25,266 

30.8 


* Federal Reseme Bulletin , March 1950. 

** Adjusted demand deposits consist of all demand deposits, other than inter- 
bank deposits and U.S, Government deposits, less cash items in process of collection, 
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o£ specie out of the bank resaves of one country into those of the 
rest of the world. This occurs when the banks of a country on the 
gold standard expand their loans and deposits excessively. This 
drain of reserves from one country to other countries resembles 
the drain of reserves that an individual bank experiences when it 
expands its loans “out of step” with the rest of the banking system. 
Such an expansion, we have seen, results in a loss of cash for the 
bank to the extent that its loan expansion is not counterbalanced 
by loan expansion by other banks. If the banks of any given 
country expand their loans and their demand deposits (including 
bank notes) at a rate faster than that occurring abroad, there will 
result an increase in domestic prices of commodities and securities 
out of line with such prices abroad. This development tends to 
upset any existing international equilibrium of trade and in- 
debtedness, to develop an unfavorable balance of debt, and to 
induce an export of specie, which, again, must come out of bank 
reserves. 

Relation of time to demand deposits. The total volume of 
bank credit is intimately tied up with the volume of bank deposits 
and note currency, since the extension of credit by the banks in 
the first instance normally gives rise to additions to demand de- 
posits. The proportion of deposits resulting from bank loans that 
will ultimately lodge itself among the savings and time deposits of 
the banking system depends upon the current willingness and 
ability of the income receivers, through whose hands the newly 
created demand deposits ultimately flow, to accumulate savings 
in the form of time deposits. 

This tendency of savers to make time deposits rather than to 
invest in securities or real property affects the size of hank time 
deposits and the reserve requirements of the banks. It does not, 
however, seriously affect the volume of money substitutes available 
in the form of demand deposits. A moment’s reflection reveals 
that this must be true. Suppose a person saves $1,000 out of his 
current income. Several choices confront him. First, he may 
simply hold $1,000 in idle checking account balances, in which 
case there is obviously no effect on the bank credit situation. The 
only result of such action or inaction is a decline in the velocity 
of spending of checking account currency that arises from his de- 
cision to hoard. Second, he may decide to invest the $1,000 in 
tangible capital equipment. In this case he spends his savings, 
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and the $1,000 is simply transferred on to the person selling the 
equipment. Again no change results in the bank credit situation. 
Third, he may choose to invest the $1,000 in bonds or stocks, which 
again results in the transfer of the $1,000 to others. Finally, he 
may deposit the $1,000 in a savings bank. For this he receives a 
deposit credit of $1,000. The savings bank may be required to 
set aside a small amount of cash as a reserve against the new de- 
posit. The remainder will be lent or invested and thus be re- 
turned to general circulation. Since the savings account is not 
transferable as money, the process results in no monetary expan- 
sion. Rather, because the savings bank must hold some cash 
reserve against the new savings deposit, the reserves available for 
the support of checking accounts is somewhat diminished. 

Any change in the desire of the public to hold time deposits 
instead of security investments, therefore, has some effect on the 
expansion power of the banking system. Other things being 
equal, an increase in the public’s desire for time deposits reduces 
the power of the banks to create and support demand deposits on 
a given volume of reserves by requiring that part of the reserve be 
set aside against the new time deposits. 

There is, of course, the possibility that businessmen may be 
tempted to switch part of their demand deposits into time deposits 
in order to earn interest. To the extent that they succeed in their 
attempt to eat their cake and have it too and are able to care for 
their usual business needs with a smaller volume of demand de- 
posits, the shift of deposits from demand to time form would tend 
to be somewhat inflationary. It is unlikely that any very material 
change of this sort will occur under the existing rules governing 
the withdrawal of time deposits. 

Elasticity of the Supply of Bank Credit 

Bank credit elasticity involves (1) the elasticity of the lending 
power of the banks; and (2) the elasticity of the supply of hand-to- 
hand currency. The need for each of these two types of elasticity 
is easy to see. The changing needs of business are sometimes 
seasonal and irregular in nature and sometimes are related to 
cyclical variations in economic activity. Moreover, a kind of 
long-run elasticity is needed to provide the long-run expansion in 
the effective money supply necessary to match the long-run growth 
of economic activity. 
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The need for seasonal elasticity in loan power of banks arises 
out of the decided seasonal swings that occur in many business 
operations. During the active season, borrowers desire more ac- 
commodation at the banks, whereas during the slack season, bank 
loans tend to be retired. Likewise, during cyclical upswings, busi- 
nessmen are anxious to expand their capital holdings and resort to 
banks for loans. Now, granting that such variations in business 
activity are a fact to be reckoned with, the banking system that 
functions smoothly is one that can accommodate itself to these 
variations in the demand for loans without strain or embarrass- 
ment. In other words, it possesses “elasticity.” 

The need for currency elasticity arises in part from the pro- 
nounced changes in seasonal currency requirements. During 
seasons when agricultural harvests and marketing are at the peak 
and over the Christmas holidays, currency demands rise sharply. 
In addition, seasonal and cyclical increases in bank loans and 
demand deposits require currency to match the deposit increases 
because of the “internal drain” mentioned earlier. 

The need for currency elasticity is especially acute for ordinary 
commercial banks because they are unable to meet an increased 
pressure for currency in circulation by exchanging their demand 
deposit liabilities for circulating note liabilities. Therefore, such 
banks must meet additional currency demands out of their own 
cash reserves. This, naturally, is a painful process, since a dollar 
paid out into circulation reduces by that amount the lending 
ability of the bank making the payment, and reduces the lending 
power of the whole banking system by several times that amount. 
It is not surprising, therefore, that the question of “elasticity” of 
credit and currency has figured so prominently in the discussions 
of banking problems. 

The source of elasticity . The problem of elasticity of bank 
credit seems to have but one solution. That solution is found in 
the possession of unused reserves by the banks in times of slack 
demand for credit and currency. Only here can the basis for the 
expansion of bank loans and the paying out of cash into circula- 
tion be obtained. Given adequate unused reserves, the banks can 
meet the demand for new loans and can pay out cash into circula- 
tion as needs arise. To be sure, the ability to issue notes freely 
would be more advantageous because the volume of unused re- 
serves needed to provide elasticity would then be somewhat less. 
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However, it is possible to obtain elasticity without bank note issue. 

Individual banks, or course, may and do expand their own 
supply of reserves by borrowing from other banks that have an 
excess. Such action does not increase the over-all lending power 
of the whole banking system, but merely allows one bank to ac- 
quire lending power at the expense of another. But the existence 
of a central bank, which normally carries excess reserves of its 
own and is therefore able to lend commercial banks newly created 
cash reserves, provides a new and powerful element of elasticity 
that could not exist in its absence. 

The Relation of Central Banks to the Expansion of Bank Credit 

Perhaps the outstanding distinction between a central bank and 
other banks lies in the fact that the central bank assumes the 
responsibility, through either law or custom, of providing the 
banking system with the unused reserves necessary to a smooth 
and satisfactory functioning of the whole system. This carrying 
of unused reserves by the central bank is made possible by some 
curbing of the profit motive. This curb may arise merely from 
custom and recognition of public responsibility on the part of 
the directors of the central bank, as in the case of the Bank of 
England, or it may be provided in the form of governmental rep- 
resentation in the management and a limit on the dividends which 
can be paid by the central bank on its stock, as in the case of the 
Federal Reserve Banks. 

The absence of the profit motive as a determining factor in 
central bank management is necessary if such a bank is to be free 
from the pressure felt by the managers of private banks. Private 
bankers seek to maintain their loans and investments at the maxi- 
mum consistent with the safety of the individual institution. Such 
an attitude is inconsistent with the carrying of unused reserves. 
A central bank has the duty of maintaining its reserves of standard 
money in an amount considerably above the minimum required by 
law or necessity. This being the case, it is always ready and able 
to furnish other banks with cash by making them loans or by 
buying (rediscounting) part of their assets. It has become the 
habit for other banks to carry their cash reserves in the form of 
obligations of the central bank. For example, in the United 
States the legal reserves of member banks consist of deposits with 
the Federal Reserve Banks, while in England the reserves of the 
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ordinary banks are mainly in the form of deposits with the Bank 
of England. In the case of both the English and the American 
“member banks/’ till money consists to a large extent of notes of 
the central bank. 

The practice of carrying commercial bank reserves as deposits 
in the central bank greatly strengthens the cash reserves and hence 
the lending power of the central banks. New specie, for example, 
coming into the banking system thus finds its way into the reserves 
of the central bank. Moreover, the use of central bank notes 
instead of standard money as currency in general circulation also 
increases the ability of central banks to provide currency elasticity. 
For example, the Federal Reserve Banks are now required to carry 
reserves in gold certificates equal to at least 25 per cent of each 
dollar of deposits and Federal Reserve notes. Thus, if the Federal 
Reserve Bank should lend $1,000,000 to a member bank and pay 
out actual standard money, its cash reserves would be reduced 
by the full amount. But if the member bank received the pro- 
ceeds in the form of credits on its reserve account deposited with 
the Federal Reserve Bank, the process would tie up only 25 per 
cent of the $1,000,000 or $250,000. Similarly if the member bank 
received Federal Reserve notes, $250,000 in gold certificates would 
be tied up. Thus the lending power of the central bank and its 
power to provide elasticity is expanded four times by the practice 
of paying out central bank obligations instead of cash. In addi- 
tion, the cash of the reserve banks is vastly expanded by the prac- 
tice of pooling the cash holdings of the member banks as deposits 
of legal reserves with the Federal Reserve Bank. 

The Perverse Nature of Bank Credit Elasticity 

A troublesome question arises in respect to the elasticity of bank 
credit during the up-and-down swings of the business cycle. For 
example, during the upswing of the cycle, both borrowers and 
bankers are inclined to expand the volume of bank credit at a rate 
that leads to price inflation and overexpansion in investment. On 
the other hand, during depressions the opposite result appears. 
Credit shrinkage at such times tends to accentuate the fall in prices 
and the decline in business activity. This tendency of bank credit 
to overexpand on the upswing and to overcontract on the down- 
swing of business is sometimes referred to as the “perverse elas- 
ticity” of the banking system. 
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Central bank credit and perverse elasticity . It is clear that 
central banks are in a position to exercise considerable influence 
over the volume of bank credit through their power to increase and 
decrease the cash reserves available to commercial banks. As was 
indicated earlier, there are grounds for believing that commercial 
banks, operating in pursuit of individual profits, contribute to 
economic instability by being open handed in their loan policies 
during periods of prosperity and niggardly during depressions. 
This accusation of “perverse credit elasticity” on the part of the 
commercial banks can be applied equally well at times to the 
actions of the central banks. There is little doubt that central 
banks, even though operated in what is believed to be the public 
interest, sometimes are overgenerous in expanding credit during 
prosperity. Similarly, they have sometimes been guilty of adopt- 
ing strict credit policies during depressions that have accentuated 
economic collapse. 

The central bank actions causing perverse elasticity of bank 
credit can be explained on several grounds. First, there is the 
belief that central bank credit policy should be directed towards 
accommodating commercial bank currency and reserve require- 
ments. These obviously reflect the optimism of commercial 
bankers during periods of prosperity. Second, central bank credit 
policy, under the gold standard, has been under the limitations 
imposed by the necessity of protecting gold reserves. When de- 
pressions are accompanied by a threat of gold loss, the central bank 
must then adopt a restrictive policy that has adverse effects on 
current business. Third, central bankers, even though interested 
in efforts at economic stabilization, are often lacking in adequate 
information needed to guide their actions. 

Questions for Study 

1. Which concept of the “volume of bank credit” is the more signifi- 
cant in measuring the inflationary consequences of bank credit 
expansion? 

2. Do you understand why multiple expansion of bank credit can 
occur only through the action of the banking system rather than 
through the action of a single bank? 

3. Can you trace the process by which a shrinkage of available reserves 
will impose credit contraction on a banking system which is fully 
loaned up? 



VOLUME OF BANK CREDIT 


357 


4. Among the determinants o£ the volume ot bank credit is demand. 
Why did the demand for loans and the demand for investments 
move in the opposite direction during the depression years of the 
1930 s ? 

5. a) What is the meaning of the “internal drain”? 

b) When the internal drain averages one-third, and required re- 
serves are twenty per cent, about how much multiple credit 
expansion can occur on a given dollar of free reserves? 

6. Why is the external drain unimportant when a currency is not 
convertible into gold? 

7. Do you see why the expansion of savings accounts carried by com- 
mercial banks is not inflationary? 

8. a) Why does a banking and currency system need elasticity? 

b) What is the basic source of elasticity for the 1) individual bank; 
2) the whole system? 

9. Why are central banks essential for adequate short-run credit 
elasticity? 

10. What is perverse elasticity? Why does it arise? 
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Federal Reserve Credit Policy and the 
Volume of Bank Credit 


A bank’s credit policy is concerned with the process of mak- 
ing loans and involves the question of the volume and the nature 
of loans. The volume is necessarily determined in the light of 
both available reserves and the need for cash assets. The type of 
loan depends, within legal restrictions, upon the judgment of the 
banker and upon the borrowers available. 

Central banks, like any others, necessarily have a credit policy 
which involves both the quantity and the quality of loans. The 
credit policy of central banks, however, is of particular social im- 
portance because central bank loans directly affect the volume of 
cash and cash reserves of other banks, thus determining to a con- 
siderable extent the power of the banking system as a whole to 
expand its loans. This arises from the fact that central bank 
obligations, whether in the form of notes or of deposits, are the 
equivalent of cash to the other banks and to the public. Thus 
an expansion of central bank loans gives rise to new deposit and 
note obligations and, in turn, to more reserves in other banks. 
This is true whether the central bank lends exclusively in the 
open market, or both in the open market and to the other banks, 
as do the Federal Reserve Banks, It is, of course, obvious that it 
matters little just what form the central bank loans take so far as 
the effect on cash reserves of other banks is concerned. They may 
consist of the purchase of bonds, loans to businessmen, or the 
rediscount of paper for other banks. 

Central banks cannot be said to control absolutely the volume 
of cash reserves of the other banks. For example, between Jan- 
uary 31, 1934, when the American dollar was stabilized at its 
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present gold content, and January i, 1941, America imported over 
$14,000,000,000 in gold, which came through the hands of member 
banks and increased their reserves accordingly with no change in 
the volume of reserve bank credit. Likewise, a reversal of the 
inward flow of gold causes a reduction in member bank reserves. 
Changes in the public demand for currency in circulation cause 
similar changes in bank reserves. 

Primary and secondary credit expansion. That volume of bank 
credit which banks extend on the basis of reserves of cash assets 
not arising froiji the loan and investment operations of the central 
bank is often referred to as primary expansion. Thus, if the 
reserve banks were completely out of the market, holding only 
cash assets, the member and nonmember bank loans v/ould con- 
stitute the primary expansion. On the other hand, if the reserve 
banks were to lend $1,000,000,000 and increase the cash reserves of 
member banks by that amount, and the member banks expanded 
their loans appropriately, the new bank credit resulting would be 
secondary expansion. 

It is the secondary expansion of member and nonmember bank 
credit which the central banks can control by the exercise of theii 
credit policies. This fact explains the desire of the reserve banks 
to keep in touch with the money market at all times. They may 
do this by encouraging the banks to build up the general level of 
their loans and deposits to the point where they are obliged to 
rely partially upon reserve bank credit. Such contact is difficult 
to maintain in times of heavy gold imports such as America has 
experienced from time to time since 1920. The situation early 
in 1941 is a good case in point. In spite of the $2,184,000,000 in 
government securities owned by the reserve banks, they were es- 
sentially out of contact with the money market by virtue of the 
fact that member bank excess reserves were about $5,800,000,000. 
Had the reserve banks sold all of their securities and withdrawn 
completely from the money market, member bank reserves would 
still have been substantially in excess of requirements. In con- 
trast, the Federal Reseiwe Banks, at the end of March 1950, had 
over $18 billion of credit outstanding. The member banks at this 
time had excess reserves of less than $1 billion. Under these con- 
ditions, the reserve banks were clearly in a position to reduce the 
reserves of member banks and compel credit restriction had they 
wished to do so. 
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Methods of Control 

Power to control the volume of member and nonmember bank 
credit. We have seen that the reserve banks are able to exercise 
control over the volume of bank credit through their control of 
secondary credit expansion, and that this necessitates maintenance 
of contact with the money market. There still remains the prob- 
lem of the extent of their control over secondary credit expansion 
when this contact is maintained. 

The whole question of the effectiveness of the Federal Reserve 
attempts at credit control is complicated by the fact that the reserve 
banks are essentially lenders of last resort for the whole banking 
system. This means that the reserve banks are expected to lend: 
(i) directly to members (through rediscounting or on collateral 
notes); and (2) to dealers and others through the purchase of 
eligible bills in the open market. This expectation arises from 
the normal rights of membership on the one hand and the attempt 
to develop and maintain a bill market on the other. It follows 
that neither can be restricted unduly in the pursuit of credit 
policy. It also follows that the reserve banks must rely, for the 
most part, upon some form of persuasion to check applications of 
banks and dealers for accommodations rather than upon outright 
refusals. 

Checks upon applications for reserve credit , These checks are 
primarily found in the ability of reserve banks to vary the cost of 
their credit by changing their rediscount and open-market buying 
rates. If the rates are made sufficiently high, they will have the 
effect of reducing applications for accommodations and, in turn, 
of limiting reserve bank credit. Another check exists in the form 
of a banking taboo against continuous borrowing by member 
banks at the reserve banks. To the extent that this operates, 
banks attempt to rediscount only for seasonal or emergency needs, 
being careful not to expand the whole scale of their operations 
upon borrowed reserves. A third check takes the form of ‘moral 
suasion. This is designed to prevent the expansion of bank 
credit for use in undesirable fields on borrowed reserves. 

Refusal to extend l credit. The reserve bank not only may put 
barriers in the way of member bank applications for loans but also 
may refuse outright to grant accommodation. First, there is the 
absolute right of the Boat*d and Lhe reserve banks to withdraw 
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rediscount and borrowing privileges from member banks that 
make undue use of bank credit for the “speculative carrying of or 
trading in securities, real estate, or commodities, or for any other 
purpose inconsistent with the maintenance of sound credit con- 
ditions. M 1 This check is in direct opposition to the position of 
the reserve banks as lenders of last resort and can be expected to 
be used charily, if at all. Second, the reserve bank can exercise 
discretion in determining the advisability of making advances to 
member banks in any particular instance. This power arises not. 
only from -its privilege of deciding when eligible paper is “ac- 
ceptable,” but also from its duty to extend credit “with due regard 
' for the claims and demands of other member banks, the mainte- 
nance of sound credit conditions, and the accommodation of 
commerce, industry, and agriculture.” 1 2 

The rediscount rate as an instrument of credit control. In 
contrast to the method of using discretion, the reserve banks may 
and do attempt to influence the volume of member bank redis- 
counts by means of the rediscount rate. The effect of these rates 
upon the volume of rediscounting by member banks has often 
been disputed. The dispute centers about the question of what 
rate, if any, can penalize a member bank sufficiently to reduce its 
willingness to rediscount. The arguments of those who hold that 
little can be expected in the way of restricting rediscounting by 
increasing the rate may be summarized as follows: 

l. In many cases the divergence in customers’ rates between 
country and city areas in any district makes it impossible to make 
the rediscount rate high enough to penalize the country banks 
without being prohibitive to the city banks, whose customers’ rates 
are much lower. At the same time, it is impracticable to attempt 
to charge country banks a higher rate than the city banks, not only 
because of the irritation that would arise but also because it would 
have the effect only of driving country banks to their city corre- 
spondents for accommodation. Similar considerations prevent, 
wide differences in the rediscount rate of different districts. 

Perhaps one answer to this difficulty lies in the probability that 
restrictions on banks in money centers will have a more vital effect 
on general business conditions than restrictions applied to banks 


1 Federal Reserve Act, Section 4. 

2 Ibid. 
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in rural areas. Another is simply that in such cases the reserve 
banks must exercise discretion. 3 

2. Some critics believe that the multiple expansion possibilities 
of bank credit on the basis of new borrowed reserves make it im- 
possible to shut off expansion by a high discount rate. Obviously, 
if a bank which borrows $1 in new reserves can lend some multiple 
of $1 (let us say $5, for example), it would be impossible, practi- 
cally, to raise the cost of rediscounting high enough to make re- 
discounting unprofitable. This objection needs further analysis. 
Multiple expansion of new reserve cash into new loans and deposits 
can undoubtedly take place in the banking system as a whole. 
Moreover, it could be easily accomplished by a single bank with a 
monopoly. But our previous analysis led to the conclusion that 
in a banking system such as ours, with its multitude of unit banks, 
it is likely that any given increase in the loans of one bank based 
upon newly acquired reserves would lead to a loss of cash approxi- 
mately equal to the loans so made. Therefore if the increased 
cost of borrowing additional reserves from the Federal Reserve 
Bank is sufficient to overcome the advantage of utilizing those 
borrowed reserves in the first instance , the rise in the rate will be 
restrictive. For the individual banker cannot assume that he 
can enjoy multiple lending power on the basis of the new reserves. 
But whenever the individual banker decides that his particular 
need for additional reserves justifies his payment of the rate and 
actually borrows at the reserve bank, he provides the banking 
system as a whole with free, costless additions to its reserve funds, 
which invites multiple credit expansion. 

3. It may also be argued that, without any direct opportunity 
for multiple expansion by an individual bank, it still follows that 
a higher discount rate will not reduce loans to customers on funds 
obtained by rediscounting, because in practice rediscounting costs 
will be absorbed by the bank and not passed on to the customer 
in the form of higher rates. It is argued that the cost of addi- 
tional reserves obtained through rediscounting at the higher rates 
is only a small part of the total cost of making bank loans. Such 
costs include wages and salaries of employees, rent, interest paid 
on deposits, and the like. An increase, let us say, of 25 per cent 


3 Burgess, W. Randolph, ed., Interpretations of Federal Reserve Policy , New York, 
Harper & Bros., 1930, p. 190. 
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in the cost of rediscounting (by a rise in the rate from 4 to 5 per 
cent) would so little affect the average costs of making loans as to 
be of no importance. An opposite view of the effect of an in- 
crease in the rediscount rate is that new loans will not be made 
unless the necessary cost of getting funds for the new loan — that 
is, rediscount costs — is met by the customers’ rate. Thus an 
application of the marginal cost theory of economics would tend 
to make the customers’ rate rise as fast as the rediscount rate and 
remain above it. Governor Strong took a compromise view when 
he held that a rediscount rate will restrict rediscounting if it is 
somewhat above the average cost of the bank’s loanable funds al- 
though below the average rate of return on its average loans and 
investments. 4 Attention should also be called to the fact that 
even though banks are able to rediscount and re-lencl at a profit 
their position is thereby made less liquid. An expansion of redis- 
counts by a member bank reduces its ability to obtain accommoda- 
tion later by using up its quota of borrowing privileges at the 
reserve bank. 5 

It is probable that banks fail to take a strict marginal cost view 
in deciding rates to be charged on new loans, since losses of re- 
serves can hardly be charged against any given customer’s loan. 
Moreover, the wish to prevent desirable customers from seeking 
loans elsewhere may easily persuade the banker of the advantage 
of lending at rates that are unprofitable in view of current redis- 
count rates. An example of this is cited by Governor Strong in 
the case of a bank that borrowed $15,000,000 at the reserve bank 
at 7 per cent while lending $18,000,000 to a customer at 6 per 
cent. 0 A substantial increase in the cost of borrowing or redis- 
counting may therefore be required if a member is to make appre- 
ciable changes in its customers’ rates, quite irrespective of any 
tendency toward multiple expansion. On the other hand, be- 
cause of the psychological effect of changes in the Federal Reserve 
Bank rate member banks may raise their customers’ and open- 
market rates even though not compelled to do so out of cost con- 
siderations. 

4 Burgess, ed., op. ciL, pp. 195-196- For a discussion of penally rales, see Harris, 
S. E., Twenty Years of Federal Reserve Policy , Vol. I, Chapter 2. 

5 Haw trey suggests a similar reluctance of British banks to dispose of their liquid 
bills in order to expand advances to customers. The Art of Central Banking , p. 153* 
et seq . 

0 Buigess, ed„ op. cit p. 91 
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4. Ii may be argued that an increase in the rediscount i*ale may 
fail to restrict rediscounting because the inelasticity in the demand 
for short-time loans in times of prosperity enables commercial 
banks to make corresponding increases in customers’ rates without 
discouraging customer borrowing. This argument would apply 
to manufacturers for whom interest on bank loans is a relatively 
unimportant part of costs. In times of large speculative profits, 
it would likewise apply to stock market speculators. It is some- 
times argued, however, that traders carrying large stocks of goods 
on borrowed money are sensitive to changes in the bank rate, and 
a reduction of (or increase in) borrowing and purchase of goods 
on their part would exert a powerful influence upon the activity of 
the economic system. Even though higher money rates would 
probably be ineffective in restricting the borrowing of both mid- 
dlemcn-traders and security speculators once a boom of sizable 
proportion is under way, it is probable that changes in money rates 
might be effective under more normal conditions. Some transac- 
tions are certain to be marginal in profit prospects and an increase 
in the cost of borrowed funds may prevent their being undertaken. 

Even more important is the fact that ‘flight money/’ as evi- 
denced by a higher central bank discount rate, results in a change 
in attitude of bankers toward further loan expansion. In such a 
case it becomes less important that banks raise their customers’ 
rates and that the borrowers consequently reduce their borrowings. 
Bankers tend to scrutinize borrowers more carefully in times of 
tight money and eliminate the less desirable loan applicants. To 
the extent that this happens, a rise in the central bank rate may 
prove restrictive even though customers’ rates fail to rise enough 
to discourage borrowers. 

There are those who are not entirely convinced that the redis- 
count rate may be made definitely restrictive through its effect on 
the cost of borrowing or rediscounting. They believe, neverthe- 
less, that a change in the rate will influence member bank rates 
because it indicates the opinion in reserve bank circles regarding 
credit conditions, 7 

Taboo or sentiment against continuous borrowing by banks . 
Federal Reserve authorities have placed much emphasis upon the 
sentiment against continuous borrowing by member banks. One 

7 Of. Burgess, W. Randolph, The Reserve Banks and the Money Market, New 
York, Harper & Bros., 1936, pp, 221 and 230. 



THE VOLUME OF BANK CREDIT 3 6$ 

reason for this emphasis lies in the fact that it harmonizes with the 
policy that one bank should not be permitted to utilize more than 
its share of the rediscount facilities of its reserve bank. Another 
reason for the importance of the enforcement and maintenance of 
this sentiment arises from the fact that Lhe genuine liquidity of the 
reserve banks themselves cannot be maintained unless members 
refrain from any continuous credit extension upon borrowed re- 
serves. We have seen, in our discussion of eligibility require- 
ments, that it is not so much the kind of paper offered as a basis 
for borrowings or rediscounts that determines the liquidity of the 
reserve banks as that members borrow only for short-term and for 
emergency needs. Finally, the sentiment against continuous bor- 
rowing may be a powerful support for the efforts of the reserve 
banks to control the volume of credit. It obviously makes more 
effective the open-market operations of the reserve banks. In 
fact, in the face of a strong enough sentiment of this kind, one 
might cease entirely to worry about the effectiveness of the dis- 
count rate and concentrate efforts of control upon the open-market 
operations. The discount rate would be unimportant if banks 
could be relied upon to borrow only for seasonal and emergency 
needs. 

Burgess speaks of the tradition against continuous borrowing 
as a heritage from the old national banking system . 8 The Federal 
Reserve Board has stated: 

It is a generally recognized principle that reserve bank credit 
should not be used for profit and that continuous indebtedness at 
the reserve banks, except under unusual circumstances, is an abuse 
of reserve bank facilities. In cases where individual banks have 
been guilty of such abuse, the Federal reserve authorities have 
taken up the matter with the officers of the offending banks and 
have made clear to them that their reserve position should be 
adjusted by liquidating a part of their loan or investment account 
rather than through borrowing. Abuses of the privileges of the 
Federal reserve system, however, have not been general among 
member banks. The tradition against continuous borrowing is 
well established, and it is the policy of the Federal reserve banks 
to maintain it . 9 

In spite of these efforts to build up a tradition against continu- 
ous borrowing, one may question the results. Governor Strong 


Slbid.j p. 219. 

9 Annual Report of the Federal Reserve Board , 1928, p. 8. 
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mentions the attempts to educate the hanks in the matter, yet he 
admits that, ii borrowing at the reserve banks is profitable, mem- 
bers will not reduce their rediscounts when they come into pos- 
session of extra funds but will be tempted to make additional 
loans. 10 

Discretionary control of the volume of rediscounting. Since 
the Federal Reserve Banks hold the important position of lenders 
of last resort for member banks, they must be prepared to control 
the volume of rediscounting or at least to limit it in times of busi- 
ness expansion. Limiting the rediscounting privileges of partic- 
ular banks is obviously one possible way of accomplishing this end. 
It is, of course, subject to the difficulties inherent in the exercise 
of discretion. These difficulties have been aptly described by 
Governor Benjamin Strong of the Federal Reserve Bank of New 
York, and include the following points: 11 

1. Member banks rediscount after the occurrence of the trans- 
action which results in an impairment of reserves. To refuse 
rediscount facilities at such a time would be a serious source of 
irritation. 

2. With some members located at a considerable distance from 
the reserve bank, discretion is not easy. 

3. The reserve bank in practice would be confronted with the 
necessity of determining whether or not the particular reason for 
reserve impairment was such as to justify aid. 

4. Attempts to regulate the extension of credit to particular 
banks could hardly be combined into a unified policy for control 
of the total volume of reserve bank credit. 

5. If the reserve bank refuses to rediscount for a member bank, 
it has actually assumed the responsibility for the refusal of loans 
to the bank's customers. 

6. The use of discretion as a means of credit control might re- 
sult in a “bureaucratic attitude" in the reserve banks toward the 
affairs of member banks. 

In spite of these difficulties, which make the dependence on dis- 
cretion a poor method of controlling the volume of rediscounting, 
such a method must necessarily be relied upon at times. In cases 
where the uniform rediscount rate for a given district exercises 
no restraint upon those members in outlying territory who charge 
high rates to customers, discretion must necessarily be exercised 

10 Burgess, ed., op. cit., pp. 90, 181-182. 

11 Burgess, W. Randolph, ed„ Interpretations of Federal Reserve Policy , New York, 
Harper & Bros, 1930, pp. 190-191. 
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to prevent an undue use of reserve bank credit by particular mem- 
ber banks. Also, the sentiment against continuous borrowing or 
rediscounting is closely related to discretion. 

Under the Federal Reserve Act, as amended in 1933, it is the 
right and duty of the reserve banks, in granting accommodations 
to particular member banks, to consider the possible undue use of 
bank credit for speculation or other purposes “ ‘inconsistent with 
the maintenance of sound credit conditions.” Furthermore, the 
Board may suspend from all rediscount and borrowing privileges 
any member that persists in making undue use of bank credit. 
Thus there is now sufficient authority in the hands of the Board 
and the reserve banks to permit them to exercise direct pressure 
of the discretionary type if they care to do so. 

Restriction from rules of eligibility. Before 1935 the technical 
rules governing eligibility of paper for rediscount constituted a 
form of restraint on member bank applications for accommodation 
at the reserve banks. Indeed this was the original intent of the 
Federal Reserve Act. But this restraint was of little importance 
in restraining business expansion based on bank credit of the 
short-time variety, for the supply of eligible paper would normally 
be ample for member bank needs. During the depression of the 
early 1930’$, however, banks in need of cash to meet deposit with- 
drawals arising out of the liquidity panic were sometimes unable to 
borrow at the reserve banks because of a lack of sufficient amounts 
of eligible paper and government securities. But the amendment 
of 1935 permits member banks to borrow on noneligible paper 
when sound security is given. This frees banks from the possi- 
bility of any serious restiiction arising from the lack of paper tech- 
nically eligible for rediscount. 

Open-market operations as an instrument of control. The 
open-market operations of the reserve banks, as authorized by 
Section 14 of the Federal Reserve Act, fall into two classes. The 
first class consists of purchases of bankers’ acceptances, outright 
or under 15-day repurchase agreements. These have been called 
"involuntary” open-market purchases because the initiative is 
taken by the seller rather than by the reserve bank. The reserve 
banks in such cases stand ready to purchase all offerings at a stated 
rate of discount which is determined in the light of current market 
rates for such paper and is designed to assist in the maintenance 
of a market. City banks resort to the sale of bankers’ acceptances 
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to the reserve banks as a means of increasing their reserves without 
rediscounting. Because of this fact, the buying rate of the reserve 
banks must be fixed not alone in view of the current rate on ac- 
ceptances but also in view of general credit conditions. Too low 
a discount t'ate on bankers’ acceptances may largely nullify the 
effects of a high rediscount rate. 

The second class of open-market operations is of the “volun- 
tary” type, in which the reserve banks take the initiative. The 
voluntary open-market operations are confined to the purchase 
and sale of government securities. It is by engaging in the pur- 
chase and sale of these securities that the reserve banks may take 
the initiative in bringing about changes in the volume of reserve 
bank credit. The net sale of bonds by the reserve banks reduces 
by that amount the reserve balances of member banks. Unless the 
member banks possess ample excess reserves they must replenish 
their reserves by the sale of bankers’ bills or acceptances to the 
reserve banks or by rediscounting. Since rediscounting and bor- 
rowing are in the end the main reliance of member banks, it 
follows that the net sale of bonds by the reserve banks will tend 
to cause an increase in the rediscounts of members. This in turn 
causes a tightening of the money market. First, it exposes mem- 
ber banks to a greater extent than before to the pressure of the 
rediscount rate. Second, and more important, borrowing as a 
continuous policy is considered undesirable, and banks react to 
forced rediscounting by raising customers’ rates and generally re- 
stricting their loans and investments in an attempt to get out of 
debt. The reserve banks can, on the other hand, ease the money 
market by raising member bank reserves through the purchase of 
bonds in the open market. This increase in reserves permits 
members to reduce their borrowings and rediscounts. The re- 
serve banks may expand their bondholdings to a point where 
member banks are out of debt and have a substantial excess of 
reserves. 

During the 1930's, when the policy of the Federal Reserve Sys- 
tem was directed toward the creation of a substantial amount of 
excess bank reserves, voluntary open-market purchases of U.S. 
obligations was used. In this way the money market was eased 
and banks were encouraged to expand credit. During the war 
years that followed, however, involuntary open-market operations 
dominated the Federal Reserve credit policy. Member bank re- 
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serves were under pressure both from the enormous increase in 
money in circulation and by the increase in reserve requirements 
growing out of deposit increases. To encourage banks to absorb 
freely the growing volume of government short-term issues, the 
reserve banks stood ready to make unlimited purchases of Treasury 
bills at a discount of three-eighths of 1 per cent. This enabled 
member banks to replenish their reserve balances by the sale of 
these bills to the reserve banks while avoiding going into debt in 
the manner required by rediscounting and borrowing. The re- 
serve banks also created credit by purchasing Treasury certificates 
of indebtedness directly from the Treasury when such action ap- 
peared necessary. These purchases, too, resulted sooner or later in 
increased member bank reserve balances, as the Treasury spent the 
funds so acquired. Charts No. 11 and 12 show this phase of 
Federal Reserve credit development. In Chart No. 11 one may 
dearly see the relationship between increases in money in circula- 
tion and the expansion of Federal Reserve credit. Chart No, 12 
shows the types of government securities held by the reserve banks 
during the period of the war. 

Control by changing member bank reserve requirements . Still 
another weapon remains for the exercise of control over the vol- 
ume of member bank credit by the reserve authorities. The 
Board of Governors may now change the legal reserve require- 
ments of member banks. The amount may not be less than the 
statutory requirements nor more than twice that amount. This 
authority vastly expands the power of the Board over rediscount- 
ing when pressure is to be exerted upon member banks. Like 
voluntary open-market operations, it enables the Board to force 
members to rediscount. This in turn forces the member banks 
to face the restrictive effect of the cost of borrowing and the tradi- 
tion against it. It has the advantage over open-market operations 
that the Board can make the restrictions felt by all the member 
banks if necessary, whereas open-market operations primarily affect 
banks in the financial centers. 

Changes in member bank reserve requirements have some weak- 
nesses as an instrument of credit control. When requirements are 
increased in order to absorb member bank excess reserves, some 
banks may be unfairly pinched although others may be but little 
affected. An increase in requirements may put an undue burden 
on the bank whose reserve position is already tight in order to 
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reduce excess reserves held elsewhere in the system. Of course, 
this same criticism applies in some measure to open-market opera- 
tions. Another objection is the uncertainty to which banks would 
be exposed should substantial changes be made without warning 
and with frequency. 

Selective credit controls . In addition to the methods of im- 
posing general quantitative controls over bank credit that we have 
been considering, the Federal Reserve System has exercised cer- 
tain selective controls. For example, the Board of Governors of 
the Federal Reserve System is responsible for fixing margin re- 
quirements on loans to finance the purchase and carrying of se- 
curities. Therefore, it fixes such margin requirements with an 
eye to regulating the amount of bank credit that can go into stock 
market speculation. In 1946, for instance, margin requirements 
were raised to 100 per cent and loans of this type were entirely 
shut off for a time. Such a method of control of credit tends to 
exercise some check on the over-all expansion of bank credit and 
has the merit that it permits restraint on speculative credit with- 
out limiting credit for more worthy purposes. 

Another selective control device was the war-born Regulation W 
of the Board of Governors. This regulation dealt with all forms 
of credit extended to consumers. It covered charge accounts, 
down payments on installment purchases, the period of time for 
which credit could be extended, and the like. Its purpose was to 
hold down consumer expenditures and to assist in checking price 
inflation at a time when consumers’ goods were scarce. The 
power to regulate consumer credit was terminated in 1947. It was 
temporarilyrestored (August 19, 1948 — Junego, 1949) asameansof 
combating inflation. A tremendous resurgence of inflationary pres- 
sure followed the outbreak of Korean hostilities. Consequently the 
Defense Production Act of 1950 restored the Board’s authority to 
regulate consumer credit. In addition, it authorized cooperative ac- 
tion with the Administrator of Housing and Home Finance to estab- 
lish control over housing credit. Therefore the Board restored Reg- 
ulation W and added Regulation X governing credit for housing. 

The advocacy of more selective controls arises from two sources. 
First the Federal Reserve System has felt compelled to continue 
after the war the policy of stabilization of the market for govern- 
ment securities adopted in 1939. Since outstanding bonds were 
issued to yield a low rate of interest, low interest rates in the, money 
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market must be maintained if bond prices are not to be allowed 
to decline. But this support of the bond market, through open- 
market purchases, pt'ovides a ready supply of bank reserve funds 
and therefore nullifies any attempt on the part of the Federal Re- 
serve Banks to impose checks on inflation through the traditional 
tight money policy. Because wide changes in the volume of 
stock market credit and consumers’ credit are important contribu- 
tors to economic instability, selective controls offer an important 
substitute for the traditional controls involving the availability 
and price of credit . 12 A second reason behind the support for 
selective controls is the belief of some that low and stable long- 
term interest rates are prerequisite to planning for full employ- 
ment. Therefore the shotgun-like traditional controls that rely 
on changes in the price of credit and impinge on all borrowers 
alike should be replaced entirely by selective types. 

The influence of Treasury policy on the reserve position of 
banks . Normally the Treasury holds substantial working bal- 
ances that are carried either as deposits in the Federal Reserve 
Banks or with the member banks. The handling of such funds, 
where they are placed, and the manner of their disbursement, has a 
profound effect upon member bank reserve balances. For exam- 
ple, when the Treasury transfers funds on deposit with commercial 
banks to its account with the Federal Reserve Bank, member bank 
reserve balances suffer a reduction by an amount equal to the trans- 
fer. Such transfers, therefore, have the same effect as would the 
sale of an equal amount of securities in the open market by the 
Federal Reserve Banks. A similar result follows the utilization of 
surplus Treasury funds on deposit with member banks to retire 
government obligations held by the Federal Reserve Banks. It 
is clear that action by the Treasury may supplement or nullify, as 
the case may be, attempts on the part of the Federal Reserve Banks 
to control member bank reserves. It is important, therefore, that 
Treasury policy be harmonized with Federal Reserve policy. 

Direct influence on the volume of bank credit . Up to now our 
discussion of methods of controlling the volume of bank credit 
has dealt only with devices for causing changes in the volume of 

12 Of. Sproul, Allan, “Monetary Management and Credit Control,” American 
Economic Review , June 1947, p. 342. For a discussion of the use of margin require- 
ment and consumer credit controls, see Goldenweiser, E. A., “Federal Reserve Ob- 
jectives and Policies/* American Economic Review , June 1947, pp. 328-334. 
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bank reserves or the ease of obtaining them. When the problem 
is one of imposing restriction upon credit expansion the devices 
mentioned, alone or combined, are generally capable of prevent- 
ing expansion. For, except in cases when banks have large 
amounts of excess reserves and the Federal Reserve Banks are out 
of contact with the market, available methods of restraint are 
effective if boldly used. On the other hand, in time of depression 
the methods of easing credit and expanding bank reserves may 
prove ineffectual in inducing credit expansion. It is appropriate, 
therefore, to examine briefly what methods are available for bring- 
ing about an expansion in the volume of bank credit itself rather 
than in the quantity of available reserves. 

First, it should be noted that the open-market purchases of se- 
curities by the Federal Reserve Banks may lead to an expansion 
of member bank deposits as well as an increase of their reserves. 
If the reserve banks wish, therefore, they may induce a very sub- 
stantial increase in bank deposits by extensive open market opera- 
tions. Flow effective such an expansion of deposits will be as a 
means of promoting a revival of business is problematical, since 
the owners of the new deposits will be the previous holders of the 
securities purchased in the open market. Moreover, to the ex- 
tent that the purchases were made from commercial banks, no in- 
crease in deposits will materialize. 

Much more promising, as a means of expanding the volume of 
bank credit, is deficit spending by the government financed by 
borrowing at the commercial banks. Flere is a device that bears 
directly upon the quantity of credit. Could the tax revenues be 
made sufficiently flexible, the fiscal policy of the government would 
provide a powerful and effective means of controlling the volume 
of credit. This possibility will be explored further when we dis- 
cuss monetary policy in a later chapter. 

Questions for Study 

1. To what degree can central bank credit policy be said to influence 
money market conditions? When is it impotent? 

2. a) Why are central banks lenders of last resort? 

b) How does this function hinder the use of discretionary pressure 
by the reserve banks? 

3. Differences of opinion exist in respect to the effectiveness of changes 
in the central bank discount rate as a means of control over com- 
mercial bank credit 
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a) What arc the main arguments for and against its effectiveness? 

b) Do you think that the rate alone is effective? Is it more promis- 
ing when combined with other measures? 

4. Why is it important, in relation to central bank credit policy, that 
individual banks which borrow from the Federal Reserve Banks 
can expand their loans only by the amount borrowed? 

5. What advantage arises from the taboo on continuous borrowing? 

6. When is the application of discretionary restraint on member bank 
borrowing likely to be needed? What serious objections can be 
made to a general use of this method of restraining credit ex- 
pansion? 

7. To what extent did eligibility rules, in the past, prevent member 
banks from obtaining aid from the reserve banks? What is the 
situation now? 

8. Federal Reserve open market operations have usurped the earlier 
predominance of member bank borrowing and rediscounting. 

a) Can you explain why this has come about? 

b) In the light of the magnitude of present-day Federal Reserve 
credit created on the basis of government security holdings of 
the reserve banks, docs it appear likely that member bank redis- 
counting and borrowing will ever again be the source of the 
bulk of Federal Reserve credit? Does this mean that member 
bank rediscounting and borrowing can never again be an im- 
important means of acquiring cash and legal reserves when 
needed? 

g. Distinguish between voluntary and involuntary open market opera- 
tions. 

10. a) What is the main advantage of raising reserve requirements to 

restrain credit? 

b) In the postwar years the Board has repeatedly asked for increased 
powers to raise reserve requirements. How can this request be 
justified in the light of the Federal Reserve System’s heavy hold- 
ings of government securities purchased in the open market? 

11. What are selective credit controls? Why has their use been advo- 
cated in preference to tightening credit in general? 

12. How is the reserve position of member banks affected by: a) The 
shift of Treasury deposits from member banks to the Federal Re- 
serve Banks? b) The use of tax revenues to retire government 
securities held by the Federal Reserve Banks? 

13. Why is it important that Treasury policy be kept in harmony with 
central bank credit policy? 

14. Why is central bank credit policy alone often inadequate to combat 
depressions? 
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Criteria and Applications of Credit Policy 


W E HAVE SURVEYED THE CONTROLS AVAILABLE TO THE FEDERAL 

Reserve authorities for influencing the volume of commercial bank 
credit. Let us now examine the aims and purposes that lie behind 
their decisions in making use of these controls. These aims and 
purposes are commonly referred to as the standards of central bank 
credit policy . 

Standards of Central Rank Credit Policy 

It is not always easy to discover the exact basis for decisions that 
determine the action of central bankers. True, there is the pre- 
sumption that these decisions are arrived at in the light of the 
public interest. But quite naturally there are differences in opin- 
ion as to how the public interest will best be served. Two broad 
bases of policy have emerged in our experience with the Federal 
Reserve System. These are often distinguished by the titles of 
“qualitative” and “quantitative” standards of credit policy. Each 
has had its strong supporters. The fact of the matter is that in 
practice both have played a part in the determination of over-all 
policy. This is necessarily so since neither the quality nor the 
quantity of bank credit can be entirely disregarded. 

Qualitative standard — facilitating trade and commerce . One 
attitude, that adopted by Federal Reserve authorities, emerges nat- 
urally from long experience with the international gold standard. 
It represents that, within the limits set by the necessity of watching 
gold reserve ratios, the proper procedure of the central bank is 
one that will provide adequate credit to finance the legitimate 
needs of commerce and industry. To accomplish this, it is neces- 
sary only to make sound loans to finance production and trade. 
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Thus, the solvency of the banking system is assured not only be- 
cause such loans are self-liquidating, but also because they have no 
tendency to result in inflation, since new credit is created only to 
finance new production. On the other hand, loans of a specula- 
tive nature, or loans to finance fixed capital expansion, should be 
avoided, since they are not accompanied by a corresponding in- 
crease in goods during the life of the loan; in other words, they are 
not self-liquidating. The theory that soundly made loans of a 
self-liquidating nature cannot become the basis for an undesirable 
inflation is now pretty thoroughly exploded. Yet in spite of this, 
such a rule is wholesome from the standpoint of banking solvency 
under the gold standard, where quantitative control of credit is 
subject to little management in any particular country . 1 Accord- 
ing to this view, the central bank policy should be one of encour- 
agement of member bank credit expansion of a strictly self-liqui- 
dating sort and discouragement of speculative and capital loans 
The central bank should, therefore, rediscount only self-liquidat- 
ing paper and should create cash funds for members only in 
amounts needed to finance trade and industry. 

Quantitative standards of credit policy. In contrast to the view 
that proper and effective credit policy involves faithful adherence 
to the qualitative, self-liquidating commercial paper standard is 
the view that credit policy ought to be directed at the maintenance 
of the correct quantity of money and credit. Support for quanti- 1 
tative standards is derived from the firm conviction of a great many 
economists that qualitative standards are inadequate to meet the 
needs of a modern world in search of economic stability. 

The enthusiasm for quantitative standards of credit control has 
been measurably heightened by the general abandonment of the 
restrictions of the gold standard and the consequent freedom to 
regulate currencies in the interest of domestic requirements. 

The quantitative standards of credit policy, concerned with the 
maintenance of the right quantity of monetary purchasing power, 
involve but little interest in the nature of bank loans so long as 
they are well secured. Consequently, eligibility requirements for 
paper offered for advances at the central bank fade into relative 
insignificance. The expansion of stock market loans and bond 


lFor an extreme defense of this position# see Willis, H, Parker, The Theoiy and 
Practice of Central Banking , New York, Harper & Bros,, 1936. During most of its 
history tire Federal Reserve Board took this approach to its problems of credit policy. 
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investments becomes a matter of indifference so long as the result- 
ing volume of demand deposits and currency is correct. 2 

Some examples of quantitative credit standards. It will be 
useful to consider briefly some of the more familiar examples of 
the application of quantitative credit standards. 

1. The reserve ratio. Before World War I, central bank policy 
seems largely to have been a reflection of the ebb and flow of the 
country’s gold supply. The changes in the reserve ratio of the 
central banks were necessarily the most important consideration in 
determining credit policy. Any sustained loss of gold was the 
signal for restrictive measures, whereas an increase in the gold 
supply indicated the propriety of some expansion. Such a policy 
was required if an international gold standard was to function 
effectively. 

Although central banks must respond to a loss of gold reserves, 
they need not react similarly to an increase in gold. But even 
central banks are not entirely divorced from the profit motive. 
They frequently pay dividends to private stockholders, , and they 
have expenses to meet. Without abandoning their role of lenders 
of last resort, they may and ordinarily do expand credit when their 
reserves expand. 

2. " Offsetting ” by central banks. Within the limits set by the 
reserve requirements, central banks may expand and contract their 
credit in order to stabilize the short-term money market. They 
act as a buffer to shield other banks from the effects of seasonal and 
accidental variations in the demand for funds. In respect to such 
short-time variations in the volume of credit, central banks may 
take the initiative and buy and sell in the open market, or they 
may adopt a passive attitude of standing ready to rediscount, re- 
serving positive steps for dealing with the more fundamental 
changes. 

3 * Stable employment. During the 1920’s, the Federal Reserve 
Board adopted the policy of regulating credit in the interest of 
stabilizing employment and business. This it did while still pay- 
ing lip service, at least, to qualitative credit standards written into 
the Federal Reserve Act and embodied in the banking tradition 
of the times. During the decade of the 1920’s it was commonly 

2 For a good exposition o£ this position, see Chapter IV of Lauchlin Currie's 
monograph on The Supply and Control of Money in the United States , 1934 
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believed that central bank credit policy could single-handedly 
provide adequate weapons to counteract cyclical fluctuations. 
The depression of the 1930^ and the enormous expansion of 
credit on the basis of the government debt during World War II 
greatly weakened the confidence in the powers of central bank 
credit policy to combat both depression and inflation. Neverthe- 
less it still is a necessary part of the devices available today to pro- 
mote economic stability. 

There is not too much agreement on the question of what 
monetary aims will best promote stability of employment. Per- 
haps one of the most frequently proposed aims is that of stabiliza- 
tion of the price level. Discussion of some of the difficult ques- 
tions involved in such an aim will have to be postponed until a 
later chapter dealing with monetary policy. 

The Credit Policies of the Federal Reserve System 

We have examined the various instruments of credit policy 
available to the Federal Reserve System. There remain the stand- 
ards of policy and the instruments of control that have actually 
been used. 

Policy from 1914 to 1921. During the early years of the Federal 
Reserve System, credit policy was mainly passive. The reserve 
banks stood ready to assist members by rediscounting when neces- 
sary, but the need for rediscounting was largely overcome by the 
importation of gold from the warring countries. Between 1915 
and 1918 the net excess of our gold imports was over $1,000,- 
000,000. Reserve banks frequently purchased bonds in the open 
market to increase their earning assets to a point where they might 
pay expenses and dividends . 3 

The entrance of the United States into the war brought a tre^ 
mendous demand for bank credit expansion to float government 
bond issues, and reserve bank credit policy was shaped for the 
attainment of that end. Rediscount rates were maintained at low 
levels during the war and early postwar period. From 1917 to 
1918 the rate on customers* notes (secured by government bonds) 
varied from 3 to 414 per cent. The banks were encouraged to 
lend to customers who wished to buy government bonds beyond 
the capacity of their current incomes. As a result the government 

3 Reed, Harold L., The Development of Federal Reseme Policy , Boston, Houghton 
Mifflin Co., 1922, p. 250. 
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was able to float an enormous volume of bonds at low rates of 
interest. The reserve banks in turn rediscounted this war paper 
for members. On April 2 7, 1917, the total earning assets of the 
reserve banks were $239,260,000. By November 29, 1918, they 
had grown to $2,312,357,000. The great bulk of these assets con- 
sisted of “war paper.” 4 The pressure to maintain low rediscount 
rates for the benefit of governmental fiscal needs continued until 
after January, 1920. 5 These easy money conditions fed the flames 
of the postwar boom which collapsed so disastrously in the middle 
of 1920. At the peak of the boom, the reserve banks were com- 
pelled to give consideration to the adequacy of their reserves, 
which approached the legal minimum limits. In 1919, even, the 
Board warned member banks against a policy of constant expan- 
sion of loans based on rediscounting at the reserve banks. Such 
warnings were largely unheeded and the expansion continued. 
In January 1920, before the downturn in business started, the 
Federal Reserve Banks raised their discount rates. In June the 
rale on commercial and agricultural paper was increased to 7 per 
cent by the reserve banks of New York, Chicago, and Minneapolis. 
During the ensuing period of liquidation the reserve banks turned 
their efforts to stemming the crisis. It was not until 1922 that the 
reserve authorities were able to develop anything in the way of 
independent standards of credit policy. 

Development of Federal Reserve credit policy, 1921-1923. 
The world gold situation strongly influenced the credit policy of 
the Federal Reserve System during the 1920’s. Between Sep- 
tember 1920 and November 1924, net gold imports were a little 
over one and one-half billion dollars. This influx occurred at a 
time when the rest of the world was still off the gold standard, 
although a return to gold was generally anticipated. Therefore, 
although the gold imports swelled the gold reserves of the Federal 
Reserve banks, there was little disposition shown to utilize this 
gold as a base for credit expansion. Rather, stabilization of in- 
ternal credit conditions became the policy. In July 1922, when 
the reserve ratio of the Federal Reserve Banks reached 79.2 per 
cent, the practice was begun of paying out gold certificates into 
circulation instead of Federal Reserve notes. The paper money 

* Ibid,, pp. 369, 274. 
p. 301. 
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of the country flows through the reserve banks about two and 
one-half times per year. This makes it possible for the reserve 
banks to substitute gold certificates for Federal Reserve notes, and 
vice versa, in less than six months' time. The effect of this opera- 
tion as undertaken by the reserve banks was purely psychological. 
It merely lowered the reserve ratios of the reserve banks and was 
supposed to have an anti-inflationary effect on the public mind. 6 

In spite of a determination to resist credit expansion based on 
gold imports the reserve banks were unable entirely to avoid it. 
Because member bank rediscounts and borrowings had fallen from 
$2.8 billion in October 1920 to $461 million in 1922, the reserve 
banks felt a need to replenish their earning assets. They there- 
fore began to expand their open-market purchases of government 
securities. 7 It was this action which led to the first steps in the 
creation of the Open-Market Committee. The first committee 
was made up of four governors (later five) of the Federal Reserve 
Banks and was designed to co-ordinate the open-market operations 
of the reserve banks and to prevent conflicts with government 
fiscal policy. 

Early in 1923 the Board established an open-market committee 
(with the same membership as the previous one) to act as an agency 
for the execution of the open-market transactions of the reserve 
banks. It also established the policy “that the time, manner, char- 
acter, and volume of open-market investments purchased by Fed- 
eral Reserve Banks be governed with primary regard to the ac- 
commodation of commerce and business and the effect of such 
purchases or sales on the general credit situation/’ 8 In the 
autumn of 1923 the committee set up an open-market investment 
account in which each reserve bank held a pro-rata interest. 
Since that time the open-market operations have been carried on 
through this account. Furthermore this marked the emergence 
of open-market operations as a prominent instrument of credit 
policy. 


6 Burgess, W. R., The Reserve Banks and the Money Market (first edition), New 
York, Harper & Bros., 1927, pp. 257-258. 

7 Annual Report of the Federal Reserve Board , 1923, p, 13. The reason given for 
increased bond purchases may be questioned in view of the recognized tendency for 
rediscounts to decline as fast as bond purchases rise. See Reed, Harold L,, Federal 
Reserve Policy, 1921-1930, New York, McGraw-Hill Book Co., 1930, pp. 23-32. 

& Annual Report of Ike Federal Reseive Board, 1923, p. 16. 
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By 1923 the Federal Reserve Board felt impelled to draw up a 
statement of the rules of policy by which it chose to be governed. 
Briefly these rules were: 

1. Reserve ratios were no longer serviceable as guides to credit 
policy since the United States was the only country on the gold 
standard. Gold movements, they wisely observed, no longer re- 
flected price level changes in the various countries nor did they 
induce corrective price changes. 

2. The stabilization of prices as a guide to policy was rejected 
on the grounds that price changes result from basic developments 
in business rather than merely from changes in bank credit. 
Hence not only would it be impossible to control prices through 
credit policy but also attempts to do so would result in action too 
belated for the best interests of business. 

3. Federal Reserve credit should be utilized for accommodating 
productive activities but not for financing speculative or invest- 
ment operations. Not only should reserve bank credit be used 
exclusively for productive purposes, but its volume should be so 
restricted as to be commensurate with increases in national pro- 
ductivity. 

4. Tests for determining whether or not reserve bank credit is 
being put to productive use should include: 

(a) Is credit being used to hold goods for speculative increases 
in prices? 

( b ) Are goods moving smoothly from producer to ultimate 
consumer without speculative interference? 

(c) Does consumption keep up with the volume of trade, pro- 
duction, and employment? 

In respect to the application of its rules of policy, the Board said 

“that good credit administration in times of active business expan- 
sion should not encourage or assist the excessive accumulation of 
forward commitments in business and banking which only later 
on will definitely reflect the rate at which they have been taking 
place in resulting changes of credit volume and changes of price 
levels; and in times of business reaction should discourage en- 
forced liquidation of past commitments.” 9 In the same report 
it stated: “If industry and trade are in process of recovery after 
a period of reaction, they should be given support and encour- 
agement of cheaper credit.” 10 

Credit policy , 1924-1929. There were three significant ex- 
amples of attempts to use credit policy to meet important economic 


9 Annual Report of the Federal Reserve Board , 1923, p. 32. 

10 Ibid.., p. xo. 
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developments of the period. The first and second may be con- 
sidered successful although they have been subjected to some 
criticism. The third was inadequate to accomplish the required 
results. 

The year 1924 found business activity declining in the United 
States. The reserve banks therefore reduced their discount rates 
and purchased $436,000,000 in securities in the open market. 
This easy money policy, supplemented by gold imports of over 
one-quarter of a billion dollars, was followed by an expansion of 
member bank credit of two and a half billions and by an increase 
in business activity. Again in 1927 a reaction in business was 
followed by an easy money policy and again business responded 
favorably. 

In addition to the domestic slumps in 1924 and 1927, there were 
other considerations that called for an easy money policy. In 
1924 England was preparing to restore the gold standard and her 
return to gold in 1925 was followed by a general return to gold in 
other countries of Europe. Easy money rates in the United States 
appeared justified as a means for aiding this desired movement. 
For example, England was preparing to resume the gold standard 
at the old pai~, although its internal price level remained high. 
Successful resumption would be facilitated by easy money here 
if: (1) it raised our price level somewhat, thus reducing the neces- 
sity for so much price deflation in England; or (2) it shifted some 
of the burden of international trade financing from the London 
money market to New York. Each of these results might have 
occurred. It was desirable that the accomplishment of currency 
and exchange stability be hastened, and the return to the gold 
standard by England and Germany would help in this respect. 
Furthermore, low money rates here stimulated the sale of foreign 
securities in this country. This in turn probably gave some sup- 
port to the demand for our exportable farm commodities (whose 
prices were weakening) by reducing the strain of gold losses from 
the monetary systems of countries buying oUr exports. 11 

The third occasion calling for the application of a sound credit 
policy was the boom of 1928 and 1929- This period presented 
some puzzling difficulties in the way of credit policy. Commodity 
prices were fairly stable, and there was little evidence of com- 


11 Reed, op. cit,, , pp. 67-74. 
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modity speculation. At the same time a boom in stock prices 
developed. It was the opinion of reserve bank officials, particu- 
larly those of the New York Federal Reserve Bank, that control 
over the credit situation could be accomplished only by checking 
the expansion of reserve bank credit. The Federal Reserve Board 
held more to the opinion that credit control should be exercised 
by granting reserve bank credit to banks that were using credit 
only for productive purposes. The first opinion, therefore, leaned 
in the direction of control by the rediscount rate; the second 
opinion favored the use of discretion. 12 

During the first half of 1928, rediscount rates were raised from 
31/2 per cent to 41 /% per cent, and securities were sold in the open 
market. Yet business prosperity continued and stock speculation 
increased. Banks increased their rediscounts in the face of the 
higher rates, indicating that the pressure exerted was inadequate 
to slow down the speculative trend. 18 

Early in 1929, the reserve banks wished again to advance the 
rediscount rates but were overruled by the Board, which was 
reluctant to increase the cost of credit to ordinary business and 
preferred to attempt to apply direct pressure upon member banks. 
The Board felt justified in this position since, contrary to the ex- 
periences of the 1919-1920 boom, there was little evidence of in- 
ventory accumulations. According to the Board’s own rules of 
policy, bank credit was being used productively save for that part 
being diverted into the stock market. What the Board failed to 
see was that (1) consumers’ inventories were expanding due to a 
sharp increase in installment credit; and (2) an unstable expansion 
of investment was going on in spite of the absence of evidence of 
commodity speculation. Furthermore, the Board’s concern over 
the stock market boom appears to have been limited to the fear 
that credit facilities might not be available for legitimate business 
requirements. It appeared not to have been aware of the general 
inflationary consequences of the stock market boom. 14 In keep- 
ing with this view, member banks that made excessive stock market 
loans were refused rediscount privileges. This attempt was at 
least partially successful in keeping down brokers’ loans by banks 


12 Hardy, op, ciU, pp. 124-128. 

IS Ibid., pp. 128-132. 

14 See Mints, Lloyd W., A History of Banking Theory , University of Chicago 
Press, 1945, pp. 267-268. 
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but was nullified by a great increase in loans by "others” (lenders 
other than bankex^s). This policy was abandoned about the 
middle of 1929 and the rediscount rates raised to 6 per cent, but 
the buying rate on bankers’ acceptances was lowered to gi/g per 
cent, with the result that members resorted to the sale of accept- 
ances instead of rediscounting. 15 By this time the stock market 
was so out of hand that rediscount rates had little effect. When 
the market collapsed in October 1929, the reserve banks came to 
the rescue by expanding open-market holdings of bonds and by 
rediscounting freely. Between October 23 and October go, banks 
outside of New York City and “others” withdrew about $2,000,- 
000,000 in brokers’ loans from the stock market. But the readi- 
ness of the reserve banks to lend aid prevented the development of 
a money panic. 10 The reserve authorities were unable to choose 
between a desire to check stock market speculation and the fear 
of inducing a depression in business by an excessive increase in 
the cost of credit. Direct pressure was effective in preventing the 
direct use of reserve bank credit in the stock market, but loans by 
“others” nullified the effect of this restriction. The present law, 
which prevents banks from making loans for nonbanking firms on 
the security exchanges, will go far to strengthen the use of direct 
pressure. 

Credit policy , 1930-1933. After the stock market collapse of 
1929, the Federal Reserve System promptly adopted an easy money 
policy to combat the depression. The rediscount rate of the 
Federal Reserve Bank of New York was reduced from 6 per cent, 
where it stood in October 1929, to 414 per cent in the following 
November. By June 1930, it had fallen to %l/% per cent and a year 
later stood at ii/% per cent. In the meantime the reserve banks 
purchased U.S, securities in the open market in such an amount as 
to enable member banks to shrink their borrowings at the reserve 
banks to a negligible figure and even to accumulate a modest 
amount of excess reset'ves. 

The ease in the money market received a setback during the 
European banking crisis of 1931. To meet a gold drain of over 
one-half billion dollars, member banks increased their borrowings 
at the reserve banks and sold a substantial amount of bankers’ 
acceptances to the reserve banks. 

15 Hardy, op . ciL, pp. 131-139. 

w Reed, op. cit., p. 187, 
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An amendment to the Federal Reserve Act of February 1932 
permitted U.S. securities to be pledged (temporarily) with the 
Federal Reserve agent, as collateral for Federal Reserve notes. 
This provided the reserve banks with much needed elbow room 
in their pursuit of their “easy money" policy. Previously the 
purchase of securities in the open market by the reserve banks, 
causing a decline in member bank borrowings and rediscounting, 
left the reserve banks with little except gold to use as collateral. 
Thereafter they expanded sharply their holdings of U.S. securities. 
These holdings stood at about 1.8 billion dollars until after the 
banking holiday of March 1933. 

The hoarding and export of gold, which accompanied the de- 
veloping panic among American banks late in 1932 and early 1933, 
reduced the reserve ratio of the Federal Reserve Banks to 45.3 
per cent on March 3, causing the Federal Reserve Board to suspend 
reserve requirements for a 30-day period. 

The general banking holiday was gradually terminated begin- 
ning March 12. So completely was confidence restored that pres- 
sure upon the banks was relieved. Money withdrawn for hoard- 
ing was returned to the banks for deposit. Member banks were 
able to liquidate about $1,000,000,000 of their indebtedness to the 
reserve banks. The reserve banks again reduced their rediscount 
rates and expanded their open-market purchases of United States 
securities by over $500,000,000, bringing their total holdings up to 
$2,400,000,000, at which figure they remained until 1937. The 
year 1933 ended with rediscounts down to $111,000,000 and mem- 
ber bank excess reserves at $765,700,000. 

Chart 13 reveals clearly the Federal Reserve credit policies of 
the 1930*5. The rise in member bank borrowings (bills dis- 
counted) during the crises of 1931 and 1933 are clearly visible. 
Also the rise in open-market security holdings of the reserve banks 
and the consequent decline in bills discounted after the banking 
holiday of 1933 may be easily seen. 

Credit policy after 1934 — changes in reserve requirements. A 
most important development affecting the credit situation in 1934 
was the reduction of the gold content of the dollar from 25.8 grains 
of nine-tenths fine gold, where it had stood since 1837, to 15%! 
grains. This was accomplished by Presidential proclamation 
January 31, 1934, after the passage of the Gold Reserve Act of 
1934* T he stabilization of the value of the dollar at the new low 
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point was immediately followed by a Tapid increase in the impor- 
tation of gold. During the remainder of 1934 net gold imports 
were .$1,136,000,000. In 1935 they were $1,739,000,000, and in 
1936 $1,116,000,000. By 1941 the monetary gold stock of the 
United States had increased by over $15,000,000,000. 
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Chart 13. Reserve Bank Credit (Courtesy of the Board of Governors of the 
Federal Reserve System.) 

At the beginning of 1934, excess reserves of member banks were 
about $765,000,000, an amount considered ample to provide the 
easy money conditions desired by the Board of Governors. The 
inflow of gold swelled the deposits of member banks and increased 
their excess reserves. During the latter part of 1935 an d p ar t of 
1936 the reserves of member banks were about $3,000,000,000 in 
excess of legal requirements. Both in business and in the banking 
community some uneasiness arose at the prospects of extreme in- 
flation that might follow business recovery if such a vast volume 
of excess reserves were allowed to remain. Under the circum- 
stances, the reserve banks themselves were powerless to control the 
situation (1) because the disposal of all of their government securi- 
ties would have fallen far short of absorbing the excess reserves; 
and (2) because it was questionable whether or not such a large 
volume of securities could be dumped on the bond market with- 
out creating difficulties for the Treasury. On August 15, 193^ 
therefore, the Board of Governors put into effect a 50 per cent 
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increase in the legal reserve requirements. This reduced the 
excess reserves of member banks from $3,260,000,000 to $1,790,- 
000,000. 

Between August 15, 1936, and the end of February 1937, new 
gold imports of $760,000,000 brought the excess reserves above the 
$2,000,000,000 mark. The Board of Governors therefore raised 
the legal reserve requirements 33I/3 per cent to bring the required 
reserve ratio to the maximum figure permitted by the law. This 
action reduced the excess reserves to about $900,000,000. The 
anticipated increase in reserve requirements on May 1, when the 
total increase in requirements became effective, was accompanied 
by a reduction in government bond holdings of member banks and 
a weakening in government bond prices. To offset this effect 
somewhat, the Federal Reserve Banks increased their holdings of 
government securities by about $100,000,000. 

Treasury co-operation with credit policy — sterilization of gold 
imports. At the same time that the Board of Governors was rais- 
ing reserve requirements in order to bring excess reserves of the 
member banks down to manageable proportions, the Treasury 
took steps to assist by checking the effects of further gold imports. 
Normally the Treasury purchases gold by drawing checks against 
its balances in the Federal Reserve Banks. Gold importers de- 
posit these checks with member banks, which receive payment by 
having the proceeds added to their reserve accounts at the reserve 
banks. The Treasury then re-establishes its deposits with the 
reserve banks by depositing gold certificates issued against the 
newly purchased gold. On December 21, 1936, the Treasury 
announced a new policy of paying for gold purchases by selling 
Treasury bills to member banks and drawing against the proceeds. 
Member banks then received no new funds at the reserve banks 
but instead received Treasury bills, earning a low rate of interest. 
The Treasury refrained from issuing gold certificates against the 
newly purchased gold, and instead carried the gold in an “inactive 
account.” The cost of this policy was relatively light since Treas- 
ury bills were selling at a very low rate of discount at the time. 17 

The policy, however, was relatively short lived. A sharp busi- 
ness recession developed during the last half of 1937 and early 
1938 causing doubt as to the advisability of continuing, a policy 


17 CF Federal Reserve Bulletin , May 1938* 



CREDIT POLICY-CRITERIA AND APPLICATIONS 3 S<j 

designed to restrict credit expansion. Moreover, gold exports 
reduced the excess reserves of member banks to about $700,000,- 
000. The Treasury therefore reversed its policy. It gradually 
released the impounded gold by issuing gold certificates, which 
were deposited with the reserve banks. The proceeds were used 
to retire Treasury bills held by the banks and excess reserves were 
allowed to rise. By April 15, 1938 excess reserves had risen to 
$1,720,000,000, but the Board of Governors felt that the supply 
might well be increased further. Therefore, legal reserve require- 
ments were reduced somewhat and $750,000,000 more excess re- 
serves resulted, bringing the total to about $2,500,000,000. 

This marked the end of the Treasury’s attempts to aid in regu- 
lating the volume of bank reserves by its gold purchase policy. 
In 1947, however, with the inflation threat strengthened by the 
postwar inflow of gold amounting to over two billion dollars a 
year, the question was raised again as to the possibility of steriliz- 
ing such imports by Treasury action. It was proposed that the 
Treasury utilize surplus tax receipts to purchase gold, which would 
be placed in an inactive account. 18 Nothing was actually done 
however. 

The “flexible open-market portfolio " policy of 1939. Between 
1.933 and 1939 the open-market security holdings of the Federal 
reserve banks remained relatively stable at about 2.5 billion 
dollars. The purpose of such a volume of security holdings was 
the maintenance of an ample supply of excess reserves in order to 
keep interest rates low and to encourage business recovery. But 
the continued heavy imports of gold pushed the supply of excess 
reserves far beyond the requirements of the easy money policy. 
In 1939, the Open-Market Committee adopted a new policy de- 
signed to protect the market for government securities from 
“violent fluctuations of a speculative or panicky nature.” To 
understand the reason for this shift in policy, it should be remem- 
bered that during this period the high volume of excess reserves 
left the reserve banks out of contact with the money market and 
therefore helpless to exercise their traditional function of control- 
ling short-term interest rates. Furthermore, the threat of war 
and its actual outbreak on September i s 1939, caused a sharp 
decline in prices of high-grade bonds. The Board of Governors 


is Neiu York Time$j November 27, 1947. 
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adopted the view that its best contribution to public interest under 
such circumstances was to maintain orderly conditions in the 
market for government securities. At the same time, the Board 
was careful to deny that it had either the duty or the power to 
maintain any given level of security prices. In justification of its 
new policy, the Board asserted that the maintenance of an orderly 
market for government securities would exert a highly desirable 
steadying influence on the whole capital market. Furthermore, 
it held that the interest of the member banks was at stake because 
of their vastly expanded holdings of government bonds. To 
supplement this policy, on September 1 the Board announced that 
all reserve banks would lend on government securities at par to 
both member and nonmember banks at the current rediscount 
rate. This move was designed to encourage banks to borrow 
funds, if in need, rather than to sell bonds on the market. 

In conformance with its policy of supporting the market for 
government bonds, the reserve banks bought $473,000,000 worth 
of such securities between August 28 and September 25, 1939, 
when the market was depressed. Later some of these securities 
were resold. 

War finance and credit policy, 1940-1945. Between June 1940 
and December 1945, the Federal Government raised about 380 
billion dollars by taxation and borrowing. Of this sum, about 
ninety-five billions was obtained by selling securities to the banks. 
Consequently, during that period, adjusted demand deposits rose 
about forty-four billions and currency in circulation increased 
about twenty billion dollars. During this interval the reserve 
requirements of member banks increased by about 7.6 billions. 
Part of this increase, about 1.2 billions, resulted from an increase 
in requirements ordered by the Board of Governors when they 
restored required reserves to the maximum limit. The remainder 
resulted from the growth of deposits. This increase in reserve 
requirements and the increased money in circulation put a drain 
of about twenty-seven billions of dollars on the reserves of member 
banks. Although member banks entered the period with sub- 
stantial amounts of excess reserves, they soon found it necessary to 
obtain funds from the Federal Reserve Banks. 

To assist the Treasury to borrow at low cost, the Federal Reserve 
Bank discount rates were lowered to 1 per cent early in 1942. A 
little later in the year, to encourage member banks to purchase 
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short-maturing government securities, the discount rate on ad- 
vances secured by such paper by the reserve banks was lowered to 
one-half of 1 per cent. 

Actually, member banks made but little use of their rediscount 
and borrowing privileges. The reason was the development of a 
positive open-market policy, which made member bank borrow- 
ing largely unnecessary. After April 30, 19 42, the reserve bank 
buying rate on Treasury bills was fixed at three-eighths of 1 per 
cent. This opened the way for member banks to purchase these 
bills, which were being issued regularly and in substantial quan- 
tities by the Treasury, and at any time to convert them into cash 
at the reserve banks. In addition, banks were given a repurchase 
option. Thus the “involuntary open-market purchases” of Treas- 
ury bills became a principal avenue through which Federal Re- 
serve Bank credit reached the money market. In addition, the 
Open-Market Committee established the policy that open-market 
purchases and sales of other types of Government securities should 
be made from time to time for the purpose of maintaining the 
desired level of prices and yields and to maintain an adequate 
supply of funds in the market. The reserve banks were limited 
in making direct purchases from the Treasury to the amount of 
five billion dollars. In the pursuit of this policy of providing 
member banks with ample reserves and maintaining low interest 
rates for government borrowing, the Federal Reserve Banks added 
more than twenty-one billion dollars to their open-market port- 
folio of Government securities. 

The dilemma of postwar credit policy . The low interest rate 
policy during the war assured the Government of adequate funds 
at minimum costs. Such a policy was entirely proper, for high 
interest rates on government borrowing during wars do not reduce 
significantly the need for credit expansion. Nevertheless, the 
tremendous size of the low-interest-bearing government debt 
created serious problems of credit control after the war. 

One means used to keep down the average interest charges on 
the debt was the issue of vast amounts of short-dated obligations, 
which were mainly absorbed by the banking system. The rate on 
these obligations was held down by the simple expedient of having 
the Federal Reserve Banks support the price by purchases in the 
open market. The bank holdings of this short-term debt at the 
end of 1945 were as follows: 
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Held by 

Total the Federal Held by Corn- 

Outstanding Reserve Banks mercial Banks 

Treasury bills (3 months) .... §17,037,000,000 §12,831,000,000 $2,476,000,000 
Certificates of indebtedness 

(12 months) 38,155,000,000 8, 364^000,000 18,091,000,000 

Treasury notes (3 to 5 years). . 22,967,000,000 2,120,000,000 15,701,000,000 

Because the Federal Reserve authorities were sympathetic with 
the Treasury’s desire to keep down the interest charges on the 
debt, they naturally wished to continue in the postwar period to 
stand ready to purchase these short-term obligations at prices 
giving a low yield. Only by so doing could they assure the Treas- 
ury of its being able to replace maturing obligations with new ones 
bearing the same low rates of interest. But in supporting the 
Treasury low-interest-rate policy, the reserve banks necessarily 
■were providing commercial banks with cheap sources of cash 
reserve. The banks could sell Treasury bills and other short- 
dated paper in the market and the reserve banks necessarily stood 
ready to purchase whenever a decline in price threatened to en- 
danger the existing pattern of interest rates. In providing the 
market with funds required to keep interest rates low on short-term 
Government securities, the reserve banks were providing an 
abundant and never-ending supply of reserve funds for use by 
banks in any way they saw fit. 

The situation would not have been so troublesome had the war 
been followed by a period of depression and serious unemploy- 
ment. But the inflation that actually materialized created a 
dilemma for the Federal Reserve authorities. They wished to 
maintain a low market rate of interest on the Government debt. 
At the same time, they recognized an acute need to impose anti- 
inflationary credit restraint on business. But so long as the Fed- 
eral Reserve Banks supported the easy money rates for Treasury 
borrowing they were unable to impose restraint on the expansion 
of bank credit for business. Furthermore, should the market rates 
of interest be allowed to rise, long-term Government bonds, floated 
at low rates of interest, would fall in price. A disorganization of 
the Government bond market was, of course, to be avoided. 

The problem was pointed up by two developments. During 
the latter part of 1945 and early 1946, banks showed a tendency to 
sell some of their holdings of short-term Government obligations 
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to the Federal Reserve Banks and use the proceeds to purchase 
long-term bonds. 10 This “monetizing” of the long-term debt was 
profitable to the banks since they could dispose of Treasury bills 
yielding three-eighths of 1 per cent and purchase bonds that would 
yield something over 2 per cent. The possibility that this practice 
might reach lai'ge proportions constituted a serious additional in- 
flationary threat, since sales of Treasury bills resulted in higher 
bank reserves. In the second place, the inflationary postwar ex- 
pansion in business created a heavy demand for bank credit. 
Orthodox policy called for the imposition of restraint through 
higher interest rates. The low interest rate policy on government 
securities prevented the use of such restraint. 

Proposals of the Board of Governors , 1945. In its Annual Re- 
port for the year 1945, the Board of Governors gave serious con- 
sideration to the problems of credit policy raised by the gov- 
ernment debt. Proposals that the short-term interest rates on 
government obligations be allowed to rise were rejected by the 
Board at this time. It was not convinced that narrowing the 
spread between short- and long-term interest rates would be suffi- 
cient to eliminate the temptations for banks to sell short-term 
obligations and to replace them with longer-term bonds. Instead, 
the main effect would be to increase the interest earnings of com- 
mercial banks at the expense of the Treasury at a time when the 
banks were already enjoying high earnings from government se- 
curities. Second, the Board rejected the idea that a solution might 
be found in voluntary agreements with the banks to refrain from 
further monetization of the debt. 

Instead, the Board made two drastic suggestions requiring added 
authority from Congress. The first of these was that the Board 
be given the authority to set maximum limits on the amount of 
long-term Government securities that banks could hold against 
their demand deposits. Thus it would have power to prevent 
further monetization of the debt by banks switching from short- to 
long-term holdings. Second, the Board proposed that it be au- 
thorized to require banks to hold Treasury bills and certificates of 
indebtedness in amounts equal to a certain percentage of their 
demand deposits. This would be the equivalent of requiring 
banks to carry a certain amount of secondary reserve against de- 


1 f> Annual Report of the Board of Governors of the Federal Reserve System, 
1946, p. 3. 
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mand deposits, and would have the effect of freezing a large part 
of the short-term government debt in the commercial banks at low 
rates of interest. Vault cash and excess reserves might be substi- 
tuted for bills and certificates if the banks so desired. Such an 
arrangement would give the Treasury the benefit of continued low 
interest rates, would provide the banks with adequate earnings, 
and would make it possible for the Federal Reserve authorities to 
introduce control over short-term interest rates on nongovern- 
mental paper. 20 In addition, the Board proposed that Congress 
expand its authority to raise reserve requirements. This proposal 
arose out of the fact that reserve requirements stood close to the 
maximum that the Board can now set. Power to increase require- 
ments sLill further would considerably enhance the Board’s ability 
to impose restraint on credit expansion. 

The above proposals of the Board of Governors met with vigor- 
ous resistance on the part of bankers who felt that they were 
already the victims of excessive regulation. On the other hand, 
spokesmen for the bankers appeared to have little to offer in the 
way of alternative suggestions of a constructive nature except that 
interest rates on short-term government securities should be al- 
lowed to rise. 

As the end of 1947 approached, the Board of Governors was still 
without effective powers to impose restraint upon the mounting 
credit structure that was feeding price inflation. Rather reluc- 
tantly, it requested Congress to restore its wartime power to regu- 
late consumer credit. It also renewed its request for authority to 
require commercial banks to hold short-term Government obliga- 
tions in amounts equal to a certain fraction of their demand 
deposits, In the absence of other anti-inflationary powers, it 
acted to bring about a rise in short-term interest rates when, in 
July, it abandoned its posted buying rate for Treasury bills of 
three-eighths of 1 per cent for all bills issued on or after July xo, 
1947. This resulted in a gradual rise in the rate on Treasury bills 
which reached 0,88 per cent at the end of October. Accompany- 
ing this was a rise in the rate paid by the Treasury on its new issues 


20 For similar proposals, see L. H. Seltzer, "The Problem of Our Excessive Banking 
Reserves," Journal of the American Statistical Association , Mar. 1940, pp. 24-36. 
Also, Simeon E. Leland in "The Government, the Banks and the National Debt," 
, Commercial and Financial Chronicle, January 17, 1946. 
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of certificates of indebtedness. This did not mean that the Fed- 
eral Reserve System had abandoned all efforts to support the 
Government bond market. It still announced its intention to 
continue to purchase and hold Treasury bills as well as other 
Government securities in amounts deemed necessary to maintain 
an orderly market and to discharge its obligations with regard to 
the general credit situation. 21 As a result of this rise in interest 
rates on Treasury issues, commercial banks began to increase the 
rate on commercial loans and bankers’ acceptances. The Federal 
Reserve authorities, therefore, were able to impose mild control 
over the general money market. It is questionable whether such 
small increases in the money rates are effective in discouraging- 
credit expansion. Banks still were able to convert their holdings 
of Government issues into cash reserves so long as the reserve banks 
continued to support the market, although at somewhat higher 
cost than before. But the cost of so doing could hardly be con- 
sidered decisive. Perhaps the most promising aspect of the shift 
of Federal Reserve credit policy is the moral influence it may have 
on the commercial banks. Coupled with admonitions to go slow 
in extending credit during the boom, the policy may prove to 
have had practical effect. 

Treasury anti-inflation action. During 1946, the Treasury took 
steps to reduce the debt somewhat by utilizing balances in mem- 
ber banks in order to retire Treasury bills and certificates of 
indebtedness. This process was merely one of reversing what had 
gone before. When the war ended the Treasury held very large 
balances in commercial banks, which had been acquired by bor- 
rowing. The use of these funds to retire part of the debt held 
by commercial banks extinguished altogether an equal amount of 
deposits. This might be called a preventative action since the 
funds used for payment were never actually in the hands of the 
public. But to the extent that the securities retired were held 
by the Federal Reserve Banks, the member banks found their 
reserve balances reduced by the amount retired. This led them 
to sell securities to the reserve banks to make up any resulting 
deficiency in reserves. Altogether the Treasury utilized over 
$20,000,000,000 of its war loan deposit accounts for debt retire- 


21 Federal Reserve Bulletin , July 1947, pp. 776-777- 
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inent with some sobering effect on the money market. The 
treasury continued to put some restraint on the market by utilizing 
excess tax revenues in a similar manner. 

In spite of budgetary surpluses inflationary pressui~es continued 
throughout most of 1948. Consequently Congress, in August, 
granted the Board of Governors the right temporarily to raise 
reserve requirements by 4 per centage points on demand deposits 
and il/£ per cent on time deposits. Thereupon the Board raised 
requirements on demand deposits by 2 per cent and on time 
deposits il^ per cent. It also temporarily reinstated Regulation W 
governing consumer credit under the act of Congress. Both of 
these temporary restraints were ended by expiration of authority 
in June, 1949. 

Relaxation of credit restrictions ,, 1949- During the first quarter 
of ig49> there was a substantial decline in loans to business and in 
industrial production. The Board of Governors, therefore, under- 
took a number of measures to ease credit and monetary restraints. 
It first eased the restrictions of Regulation W governing the ex- 
tension of consumer credit (the whole of Regulation W became 
inoperative after June 30, 1949, with the expiration of the Board’s 
power to regulate consumer credit). Next it lowered margin 
requirements on loans for carrying listed stocks. In June 1949, 
the Open-Market Committee announced that in addition to its 
continuing policy of maintaining orderly conditions for govern- 
ment securities, it would engage in open-market purchases and 
sales with a primary regard to general business and credit condi- 
tions. This meant that it would aim at easing credit to offset the 
slackening of business. The Board of Governors also announced 
a reduction in reserve requirements for member banks. This 
reduction, spread over the months of April to September, reduced 
member bank requirements by about $3.4 billion. 

Can the Federal Reserve Banks regain effective control over 
bank credit expansion? There has been a tendency to dismiss 
central bank credit policy as inadequate to meet the stabilization 
requirements of modern times. Instead, governmental fiscal 
policy is held to be the only effective means for exercising control 
over the flow of money income and business activity. But the 
political character of fiscal policy leads to but halting and reluctant 
use of high taxes, reduced spending, and debt reduction, which 
are its principal anti-inflationary weapons. This was made 
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lows, therefore, that adequate and timely anti-inflationary meas- 
ures require restraints of the kind that only central banks are able 
and likely to utilize. It must be recognized that in spite of real 
limits on the ability of central bank policy to induce expansion 
during severe depression, there can be little doubt as to its power 
to impose restraint upon credit expansion. The problem, then, 
is one of bringing central bank anti-inflationary measures into 
harmony with the problem of managing the public debt. 

There are some very real difficulties in the way of restoring 
Federal Reserve control over credit. Indeed, to some students of 
the problem, they seem almost insurmountable. With the public 
debt of such vast size and with the banks such heavy holders of 
government securities, stable market rates of interest seem to be 
of first importance. Hence, conventional credit controls that 
tighten the money markets and drive interest rates higher must be 
abandoned and instead “maintaining orderly market conditions” 
for government securities becomes the primary aim of central bank 
policy. 22 

The desire to maintain stable and low interest rates on Govern- 
ment securities stems from the wish both to keep down the burden 
of interest charges and to avoid a drop in prices of Government 
long-term bonds. The latter motive is perhaps the more im- 
portant of the two. There is the possible danger that a rise in 
the market rate of interest, which would cause some decline in the 
price of long-term bonds, might generate a wave of selling by banks 
and other institutional investors bent on shifting out before higher 
yields and still lower prices become a reality. A mild tendency of 
this sort developed in the last quarter of 1947 when uncertainty as 
to how much interest rates might rise led to considerable selling 
of Treasury bonds to protect the sellers' profits arising from earlier 
increases in Government bond prices, or to avoid actual losses. 23 
Should such a movement induce a severe demoralization of the 
market for Government bonds, the situation would obviously be 
most undesirable. 

The seriousness of the threat of market demoralization arising 
from a moderate rise in yield on Government bonds has probably 


22 Cf, John H. Williams, “Free Enterprise and Full Employment/’ in Financing 
American Prosperity , a Symposium of Economists , pp. 381-383, Twentieth Century 
Fund, 1945. 

23 Thirty-third Annual Report, Federal Reserve Bank of New York, 1947, p. 30, 
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been overemphasized. Banks and other investors, adequately 
fortified with other liquid assets, must consider their Government 
bonds as a fairly permanent part of their investment holdings. 
To be sure, some may attempt to realize paper profits accruing 
from previous increases in the price of bonds, when lower bond 
prices are anticipated. Moreover, there is some incentive to 
switch from long-term to short-term securities in anticipation of 
higher yields and lower prices on long-term securities. Neverthe- 
less, it is highly doubtful that such investors actually would embark 
on a widespread movement of liquidation of long-term bonds at 
prices much below par on the speculative chance that they could 
profit by later reinvestment at higher yields. Some support for 
this view is found in the behavior of reporting member banks 
during the year 1920. In the face of rising rediscount rates and 
higher market rates of interest, and when long-term bond prices 
were declining substantially, these banks increased slightly their 
holdings of Government bonds. Moreover, so long as the Treas- 
ury does not need to expand the public-held long-term debt, it 
appears likely that a modest increase in the market rate of interest 
and some tightening of commercial bank credit would cause but 
little change in the yield and in the price of Government bonds. 
Although conditions now are not strictly comparable to those of 
the late lggo’s, it is perhaps significant that in January 1928, when 
prime commercial paper rates in New York were 4 per cent, the 
yield on Treasury bonds was 3.35. One year later, January 1929, 
commercial paper rates were to 51^ per cent, and the yield on 
Treasury bonds stood at 3.59. In October 1929, commercial paper 
rates were 61/4 per cent and the yield on Treasury bonds was 3.67 
per cent. This would indicate that whereas some relationship is 
to be expected between the changes in short-term money rales and 
the yield (and prices) of Government bonds, it is in fact a very 
mild one. 

One may properly conclude that there is less reason than often 
supposed for avoiding a tightening of the money market and a 
rise in short-term money rates as a means of dampening down 
inflation. If this is true, the restoration of control over short-term 
interest rates and the availability of credit may be less difficult 
than has been commonly believed. Certainly more forceful re- 
strictions might have been imposed in 1947-1948 than were ac- 
tually used without bringing disaster in the money markets. 
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Under the Treasury-Federal Reserve "accord” of March, 1951, 
the Federal Reserve reasserted its influence in the money market 
by withdrawing its general support in both the long and short-term 
government security markets. It did continue occasional inter- 
vention to aid Treasury refunding operations and to meet sea- 
sonal needs. No panic or collapse resulted! To quote the Board, 
"Holders did not force bonds on the market; either they did not 
sell or they found buyers other than the Federal Reserve.” 

Questions for Study 

1. What is the difference between qualitative and quantitative stand- 
ards of central bank credit policy? How does one account for the 
growth in preference for quantitative standards? Where does the 
interest in selective controls fit into the picture? 

2. What is "offsetting” by central banks? This term has frequently 
been us'ed in connection with central bank practices of offsetting 
the effects of gold imports and exports in gold standard countries. 
How would this work? 

3. What, in general, appears to have been the credit policy of the 
years 1914-1921? How did the Federal Reserve credit policy of 
World War I resemble that of World War II? In what ways were 
the practices sharply different? 

4. The first development of an independent credit policy came in the 
lgso’s. During this period what particular policy developments 
arose in connection with the following. 

a) The inflow of gold in the early 1920’s. 

b) The enunciated rule of 1953, 

c) The depression years of 1924 and 1927. 

d) The efforts to check the stock-market boom of 1928-1929. 

5. Compare the attitude of the Federal Reserve Board in 1929 to 
that of the Board of Governors in 1948. In what respect were 
they similar? 

6. Examine Chart 13. Can you trace the development of credit 
policy through the depression? Note the opposite movement of 
bills discounted and U.S. Government securities. Can you explain 
this? 

7. Can you explain why and how the Treasmy sterilized gold imports 
in 1936-1937? 

8. Why was the “flexible open market portfolio” policy adopted in 
1939? How did it differ from the postwar policy of supporting 
the price of government securities? 

9. How was an easy-money policy achieved for financing World War 
II? 
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10. How justify the low-interest rate policy during the war? 

n. How did it create an inflationary problem after the war? 

12. Why was there an inflationary threat when banks sold Treasury 
bills to the Federal Reserve Banks to get funds to purchase higher- 
yield long-terms? 

13. What was the special secondary reserve proposal designed to freeze 
short-term governments in bank portfolios? What dual advantages 
would have resulted? 

14. What were the postwar anti-inflation steps taken by the Treasury? 
Why were they largely ineffective? 

15. What reason exists for believing that Treasury fiscal policy is un- 
likely to be an effective brake on inflation? What does this mean 
as to the need for effective central bank credit policy? 

16. How does conventional credit policy conflict with one mainly con- 
cerned with maintaining orderly conditions in the government 
bond market? 

17. What are some reasons for and against the view that a rise in short- 
term interest rates may precipitate a serious wave of selling of 
long-term government securities? 
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Price Movements and Their Consequences 


T HE CENTRAL THEME IN THE STUDY OF MONETARY PROBLEMS IS THE 

oehavior of prices. Some method of measuring average price 
movements is needed both for analyzing causes and as guides in 
he attempt to modify and control the movement of prices. The 
oasic monetary problem, as it relates to economic welfare, arises 
jom the difference in the pace and magnitude of changes -which 
3ccur among prices of different types. The cost of living of wage 
earners, wholesale prices, agricultural prices, and durable goods 
prices, to mention a few, show considerable divergence in their 
movements. Index numbers that measure particular groups of 
prices are, therefore, of vital importance if factual data are to be 
used to enlighten the study of monetary problems. 

The Measurement of Price Changes 

The index number as a device for measuring price movements . 
The index number is a device that permits measuring the average 
behavior of a number of individual prices. Its practical useful- 
ness derives from the fact that prices have some tendency to cluster 
Logelher so that a movement in the price index may be taken as 
indicative of a similar movement in the bulk of the particular 
prices that are included in the index. If a price index be made 
Loo broad and all-inclusive, so that it averages too wide a variety of 
prices, its movements will show but little of practical use in respect 
to relative movements of different types. It is this relative move- 
ment of prices that is important. A broad index, such as Snyder’s 
general price index, conceals important relative movements of the 
several groups of prices, and for this reason has less practical value 
than the more specialized types of index. 

405 
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The choice of prices to he measured. The use to he made oi 
an index number must largely govern the particular group oi 
commodities whose prices are to be measured. For example, if 
the need is for a measure of changes in the cost of living of work- 
ingmen, the index must be based upon such things as the retail 
cost of food, clothing, shelter, and fuel of the type used by such 
individuals. Not only will such an "index contain a somewhat 
different list of commodities from that of an index designed to 
measure living costs of business and professional groups, but it 
will also differ for workingmen in different geographical areas. 
On the other hand, if the price index is designed to measure price 
changes most important to the profit prospects of businessmen, 
it must be based largely on the prices of commodities at wholesale. 
Such an index is fairly sensitive to cyclical change and is, therefore, 
of more use than cost-of-living index numbers for discovering 
cyclical developments. Of even greater use for discerning cyclical 
price changes is the special group of commodities whose prices 
are sensitive to cyclical changes in business. Such commodities 
include farm products, rubber, silk, crude petroleum, and the like. 
Index numbers of prices of such raw materials are, therefore, 
highly sensitive to cyclical change. Students of the problem of 
international trade, on the other hand, are concerned with the 
behavior of price indexes of imported and exported goods. 

Numerous specialized index numbers are used to measure the 
changing price trends for narrow groups of commodities. Such 
specialized indexes are of interest both to businessmen whose 
economic welfare is bound up with the behavior of such prices 
and to students of general business fluctuations. The latter are 
especially interested in the relative movements of different groups 
of prices as they bear upon the basic economic situation. The 
multiplicity of such specialized index numbers of prices may be 
seen by examining the list currently carried by the Federal Reserve 
Bulletin . Index numbers of wholesale prices published in the 
Bulletin are compiled by the Bureau of Labor Statistics, and are 
constructed for separate groups of commodities and combined into 
a general wholesale price index based, in 1949, upon 850 separate 
commodities. 1 


1 Groups and. sub-groups of commodities entering into the Bureau of Labor 
Statistics wholesale price index and for which separate index numbers are published: 
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Measuring the purchasing power of money . Both theoretical 
and practical difficulties are presented by any attempt to make an 
index number that properly measures the purchasing power of 
money in a broad sense . 2 Theoretically, there is the question of 
what, precisely, should be the prices covered by such an index. 
It is sometimes argued that the most significant index of the pur- 
chasing power of money is one that would include only prices of 
things that enter into final consumption , weighted in proportion 
to the amount of money income spent for each by the consuming 
public , 3 Thus, prices of capital goods, securities, real estate, 
goods at wholesale, and the like, would be excluded, for they do 
not constitute a part of the consumers’ goods purchased by the 


Farm products 
Grains 

Live stock and poultry 
Other farm products 

Hides and leather products 
Shoes 

Hides and skins 
Leather 

Other leather products 

Textile products 
Clothing 
Cotton goods 
Hosiery and underwear 
Rayon 
Silk 

Woolen and worsted goods 
Other textile products 

Fuel and lighting materials 
Anthracite 
Bituminous coal 
Coke 

Electricity 

Gas 

Petroleum products 

Metals and metal products 
Agricultural implements 
Iron and steel 
Motor vehicles 
Nonferrous metals 
Plumbing and heating 


Foods 

Dairy products 
Cereal products 
Fruit and vegetables 
Meats 

Other foods 

Building materials 
Brick and tile 
Cement 
Lumber 

Paint and paint materials 
Plumbing and heating 
Structural steel 
Other building materials 

Chemicals and drugs 
Chemicals 

Drugs and pharmaceuticals 
Fertilizer materials 
Mixed fertilizers 
Oils and fats 

Housefurnishing goods 
Furnishings 
Furniture 

Miscellaneous products 
Auto tires and tubes 
Cattle feed 
Paper and pulp 
Rubber, crude 

Other miscellaneous products 


2 The price index is the reciprocal of the purchasing power of money over those 
commodities included in the index. 

2 CL Keynes, J. M, f Treatise on Money, New York, Harcourt, Brace & Co., 1930 
Vol. I, pp. 54, 57-58. 
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public. The justification for such a view rests on the belief that 
greater significance attaches to changes in the buying power of the 
consumer’s dollar than to changes in the buying power of money 
held by businessmen. On the other hand, a case may be made 
for the creation of a comprehensive index embodying the prices 
of everything bought or sold by the use of money. Such an index 
number measures the purchasing power of money for all uses . 
This is in sharp contrast to an index designed to measure only the 
price level of consumeiV goods alone. If one is seeking a measure 
of the average purchasing power of money in the hands of all types 
of users, when spent over the whole range of purchases and settle- 
ments made with money, this comprehensive type of index is de- 
sirable. On the other hand, it is difficult to visualize any practical 
use for such an index number except to verify, through statistical 
measurement, the theoretical proposition embodied in the “equa- 
tion of exchange” (MV = PT), that the amount of money spent 
equals the value of all the transactions settled by the exchange of 
money . 4 The practical problems that attach to the construction 
of such an index are: (1) the discovery and assembly of a sufficiently 
wide range of price data to cover the desired range of prices; and 
(2) the determination of the proper weight to be applied to each of 
the items. The statistical work involved in the construction oi 
such an index number is, of course, considerable. 

The construction of index numbers of prices . The technical 
method of construction of index numbers involves complex sta- 
tistical processes the details of which need not detain us here. It 
is appropriate, however, to mention briefly some of the outstanding 
problems that arise in making index numbers, for an awareness 
of these problems will be of help in using and interpreting index 
numbers as well as in understanding their limitations: 


4 Such an index of prices was calculated by Carl Snyder. For a description of 
this index, see his “Measure of the General Price Level,” Review of Economic 


Statistics , February 1938. The items he 
weight assigned to each were as follows: 

Industrial commodity prices at 


wholesale 10 

Farm prices at the farm 10 

Retail food prices 10 

Rents 5 

Other costs of living items .... 10 

Transportation costs 5 


included in his revised index and the 


Realty values 10 

Security prices 10 

Equipment and machinery prices . . 10 

Hardware prices 3 

Automobile prices 2 

Composite wages 15 
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1. The selection of the general group or class of prices to be 
measured 

2. The choice of the particular commodities whose price move- 
ments may be taken as representative of the price movements of 
the general group ox class. 

3. The collection of data on prices of the chosen commodities. 

4. The choice of a base period with the prices of which the 
prices of any given year or years are to be compared. 

5. The calculation of a properly weighted average of prices, or 
index number, showing a comparison with the base. 

The selection of the general group of prices for measurement 
by the index number will depend on the purpose for which the 
index is wanted. Since it would obviously be difficult to include 
all possible commodities, sample commodities must be chosen to 
represent the general group. Expediency demands that the size 
of the sample be kept as small as is consistent with reasonable 
accuracy. So far as possible, basic commodities are used, because 
their price fluctuations are representative of the price movements 
of closely related commodities. To get proper quotations on 
prices of commodities sold in different markets requires the choice 
of a sample from each of the several quotations. For example, 
the Bureau of Labor Statistics obtains its price quotations on a 
particular commodity from a number of sources considered repre- 
sentative of the whole market, and these sample prices are aver- 
aged. The large numbers of unstandardized commodities that 
result from brands and product differentiation present complica- 
tions. This fact is illustrated by the problem of choosing repre- 
sentative prices of motor cars. 5 

Collection of adequate price data is relatively easy in the case of 
staple commodities traded in on organized exchanges. It is diffi- 
cult where trading is mainly in the form of private transactions in 
which higgling plays a part. Similarly, retail price data on any 
comprehensive basis present difficulties. 

The choice of the base period. The ordinary index number 
is a percentage comparison of the average prices of a ^iven year 
with the average prices of the base period or base year. A near 
base is more desirable than a remote base for several reasons. 


c For a brief description, of this problem, see an article by Ethelbert Stewart in 
the Monthly Labor Review , December 1927) pp. 46-52. Also see “Revised Method 
ol Calculation of the Bureau of Labor Statistics Wholesale Price Index,” Journal of 
the American Statistical Association , December 1937. 
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First, it. is easier to visualize price variations as percentages of a 
near base. For example, if one wishes to follow the movements 
of places during the years 1948, 1949, and 1950, an index that 
compares those prices with the prices of 1939 would be more 
easily comprehended than one that compares those prices with 
prices of the year 1936 or 1913. The advantage of such an index 
over one based upon 1890 is even more marked. Second, remote 
base years make more difficult the task of including in the index 
important new commodities that may not have existed in the base 
year and the proper weighting of old ones. In contrast, a near 
base makes possible the construction of an index giving a more 
valid picture of recent price changes. Yet another reason for 
preferring a near instead of a remote base is the tendency for errors 
and biases, which exist in even the most carefully constructed 
index numbers, to be exaggerated as the base becomes more 
remote. 

The method of construction of index numbers . An index 
number is useful only if it presents a reasonably true picture of the 
behavior of the group of prices which it represents. To furnish 
a correct picture, it must be properly constructed. The theory 
behind the proper construction of index numbers is a complex one 
and need not concern us here. 8 Our purpose will be sufficiently 
served if we examine briefly the most common methods in actual 
use. 

The simple arithmetical average of price relatives is one com- 
mon type of price index. The manner of calculating such an 
index may be easily seen. Let us suppose that we first construct 
an index number that will show the relative changes in price of a 
single commodity such as wheat, taking the average price of wheat 
during the year 1926 as the basis of comparison. The average 
price of wheat during 1927 may be compared with the average 
price of wheat in 1926 by calculating the percentage of the 1927 
price to the price in 1926. Thus, if wheat in 1926 were $1.00 per 
bushel and if a similar grade of wheat in 1927 were $.95 per bushel, 
the 1927 ]5rice ivould be 95 per cent of the 1926 or base year price. 
Similar calculations for subsequent years would give a series of 
percentages showing the relationship of the price of wheat for 
each given year to the price of wheat in 1926. This series of per- 
centages, beginning with the year 1926 as 100, comprises an index 
number of the price of wheat. Similar index numbers of the 
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prices of other commodities can be constructed in the same way. 
The simplest method of combining these indexes of individual 
prices to form a general price index is to find the arithmetical 
average of the percentages for each year. The resulting average is 
then taken as the index number for the group of commodities. 
This is illustrated in Table 21. 

TABLE 21 

Index Number Based upon Price Relatives 
1926 1927 


Percentage Percentage 

Ratio to Ratio to 

Commodity Price 1926 Price Price 1926 Price 

Wheat 5 LOO per bu. 100 $ .95 per bu. 95 

Butter 40 per lb. 100 .36 per lb. 90 

Wool 14 per lb. 100 .21 per lb. 150 

Coal 4.00 per ton 100 3.24 per ton 81 

4)400 4)416 


Index for 1926 price 100 Index for 1927 price . . 104 

The simple arithmetical average of price relatives provides an 
index number which is simple to calculate and is in common use. 
The wholesale price indexes of the London Economist and the 
London Statist are examples of this type of index. 0 But this type 
of index has certain serious defects. First, it measures imperfectly 
the purchasing power of money, because it fails to take into account 
the differences in importance of the different commodities. The 
price movements of each commodity have the same weight in the 
final average as those of every other commodity. But some com- 
modities obviously are of more importance than others and should 
therefore exert more influence in the index number. A make- 
shift remedy for this defect may be achieved by introducing the 
more important commodities more than once. For example, to 
include both wheat and flour would increase the weight of changes 
in the price of wheat, for wheat and flour prices tend to move 
together. 

A second characteristic of index numbers constructed from 
arithmetical averages of price relatives is their upward bias. This 


0 Fisher, Irving, The Making of Index Numbers, Houghton Mifflin Co., Boston, 
1997, p. 29. 
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means that prices that move upward exert more influence in the 
index number than do those which move downward. The reason 
for this lies in the peculiar nature of percentages that may rise to 
unlimited heights but cannot fall more than from too to zero. If, 
therefore, compared with the base year the price of one commodity 
doubled, its price relative would be 200. If at the same time the 
price of another commodity were cut in half, its price relative 
would be only 50. In the final arithmetical average of the price 
relatives, the effect of doubling one price is much greater than the 
effect of cutting the other in half. But to the ordinary observer 
it would seem that the movement of one price canceled the other. 
The index number, however, would show that average prices had 
increased. 7 

The aggregate type of index number. In constructing its 
wholesale price index, the Bureau of Labor Statistics has adopted 
a method that furnishes a practical solution to the problems of 
weighting and minimizing biases. The average base year price 
of each of the 850 commodities used in this index is multiplied 
by the quantity of the commodity marketed during a given repre- 
sentative period, The average price for the given year for which 
a comparison with the base year is to be made is also multiplied 
by the same quantity. This gives, for each commodity, the value 
of the amount sold (1) at the base year price; and (2) at the given 
year price. The total value of all commodities at the given year 
price is then compared with the total value of all commodities at 
the base year price. The result is a percentage figure, which is the 
index number. To put it in another way, the index number is 
the percentage relationship between the values of a given bill of 
goods at the given year and the base year prices. This is illus- 
trated in Table 22. 

The formula for the construction of this type of index number 
is: 

2 p± q 

2 po q 

when p 0 is the price of each commodity in the base year, 

pi is the price of each commodity in the given year, and 
q is a representative quantity of each commodity. 

TTo avoid this upward bias the geometric mean may be used. This mean is 
calculated by multiplying the price relatives together and extracting the 77 th root, 
Of. Fisher, The Making of Index Numbers , pp, 33-34. 
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Price Dispersion 

A rise or fall in the price level results from the movement of 
the mass of individual prices that make up the general average. 
But by no means does it follow that particular or individual prices 
move in proportion to movements of the general price level. On 
the contrary, some individual price movements exceed and others 
are less than the movement of the general average. This is true 
both of price movements of a long-run or secular nature and of 
short-run or cyclical price changes. 

This tendency of individual prices to scatter, called price dis- 
persion, is at the root of many problems that pertain to money 
and prices. Especially is this true of cyclical price changes. If 
all prices moved together at the same time and in the same propor- 
tion, costs of production would remain in line with selling prices, 
and disturbances to business enterprise resulting from general 
price changes would be greatly reduced. 

Dispersion of individual prices . The tendency of individual 
prices to scatter in the face of long-run general price changes may 
be easily seen in Chart 14. The average annual rate of change in 
price of each of a selected group of commodities is shown for the 
period 1896-1913. This dispersion of prices, which persists over 
a long period of years, is mainly due to basic changes in the de- 
mand for the different commodities and in their costs of produc- 
tion. It is but little affected by the monetary and other forces 



Chart 14. Lines of Trend Measuring the Average Annual Rates of 
Change in Individual Commodity Prices Between 1896 and 1913. Prom 
Mills, F. C„ The Behavior of Prices , 1937, p, 68. (Courtesy of the National 
Bureau of Economic Research, Inc,). 
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that caused an increase in average wholesale prices from 66 to 100 
(1913 = 100). 8 

Not only is there marked long-run dispersion among the prices 
of individual commodities, but also groups of prices show di- 
ferences in behavior. Chart 15 shows both the secular and the 
cyclical dispersion among wholesale prices, retail prices, general 
prices, and wages for the years 1860-1934. Charts 16, 16a, and 
16b show the dispersion among different groups of prices during 
the depression and recovery period 1929-1936 and the war and 
postwar period 1939-1949. 

Considerable interest now exists in the differences in behavior 
of prices of various commodities during depression and recovery. 
During depressions, some prices fall sharply while others show but 
little change. Those commodities whose prices move widely are 
called “sensitive,” and those whose prices move but little are called 
“insensitive.” The reason for such marked differences in be- 
havior has been responsible for no little discussion, with which 
we are not directly concerned at this time. 

The Effects of Changes in the Price Level 

Economic disturbances provoked by changes in the general 
level of prices arise mainly from the failure of incomes, debts, and 
individual commodity prices to change proportionally. In the 
preceding section, we examined briefly the dispersion in move- 
ment that takes place among different types of prices. The effects 
of such price dispersion will next occupy our attention. These 
effects fall into two categories: (i) modifications in the dis- 
tributions of wealth and income; and (2) the effect on business 
activity. 

General price movements are of two general types: short-run 
or cyclical changes, and long-run or secular changes. Cyclical 
price changes are associated with the up-and-down swings of the 
business cycle. Such price movements are of varying magnitude, 
depending upon the intensity of the cycle, and contribute to the 
cyclical fluctuations in the level of business profits. Furthermore, 
during more acute cyclical changes, price fluctuations may be large 
enough to create violent shifts in the distribution of income, be- 

s Cf. Mills, Frederick C., The Behavior of Prices, New York, National Bureau of 
Economic} Research, 1927, pp, 65-69, for a discussion of differences in trends of 
individual prices. 



' 4 i 4 PRICE MOVEMENTS, THEIR CONSEQUENCES 

stowing largess upon one group at the expense of others. During 
wartime inflation, the rise in prices is essentially cyclical in nature 
but more violent than the usual peacetime cyclical price increases. 
Long-run or secular price movements, on the other hand, are the 
changes in price levels over a period of time covering several cycli- 



Chart 15. General Price Level in thf United States, with Three Lead- 
inc Components Annually from i860, 1913 100, Source: The American 

Economic Review , September, 1934, p. 390, (Courtesy of Carl Snyder.) 


cal movements. For example, if during a certain period of time 
the low point of prices in each succeeding depression and the high 
point in each succeeding boom tend to rise, the secular trend of 
prices is upward. When the secular trend of prices is downward, 
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succeeding cyclical troughs and peaks of prices become progres- 
sively lower with the passing of time. 



1929 1933 193 + 193 $ 1936 1936 


Chart i6. Movement of Prices During Reces- 
sion and Recovery. Source: Mills, Prices in Reces- 
sion and Recovery , p. 14. 

Effects of price changes upon income distribution between 
debtors and creditors. One may hardly attempt to justify the 
particular distribution of wealth and income that exists at any one 
time in economic society. But one may, nevertheless, very prop- 
erly object to capricious shifts in the existing distribution induced 
by changes in the price level. Yet such a change does occur when- 
ever the price level rises or falls to any appreciable extent. 

It is well recognized that rising prices, for instance, tend to 
enrich debtors at the expense of the creditors. Because debts call 
for the repayment of a given number of dollars, a rise in prices 
almost certainly will reduce the buying power of creditors’ fixed 
money receipts. On the other hand, unless pursued by unusually 
bad fortune, the debtor will find repayment easier than before 
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because of a rise in the money value of anything he has lo sell. 
Falling prices have just the opposite result. The fixed incomes of 
creditors grow in purchasing power while the luckless debtor finds 



1939 1940 1941 1942 1943 1944 1945 1946 1947 

Chart 16a. Movement of Prices During War and Postwar Period. Source: 
"The Structure of Postwar Prices/’ Frederick C. Mills, Occasional Paper gf, National 
Bureau of Economic Research, Inc., 1948, p. 40 and Monthly Labor Review. 



Chart 16b.* Consumers’ Prices. Source: Monthly Review, Federal Reserve Bank 
of New York, March, 1950. 

* Bureau of Labor Statistics indexes. “All items 1 * Includes housqfumishings, fuel, and mis- 
cellaneous groups not shown separately. Midmonth figures; latest shown are for a January. 
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his money income shrinking in the face of rigid and irreducible 
debts. Nor may one properly argue that the self-reversing tend- 
encies of prices will eventually restore the losses and lead to ulti- 
mate justice. Upswings in prices, whether cyclical or secular, are 
not necessarily followed by equal and corresponding downswings. 
Furthermore, new debt structures involving new individuals and 
adjusted to the new price levels follow any marked changes in 
prices. During a period of low prices that follows an earlier high 
price period, new debts are created and old debts are adjusted to 
the lower price level. To hope that a subsequent rise in prices 
would correct the injustices of the falling prices would be to dis- 
regard the new injustices that rising prices would heap upon the 
heads of a new set of innocent creditors. 

When price inflation takes extreme forms, as it did in parts of 
Europe after World War I, old debt structures may be almost 
completely extinguished. This occurred in Germany in 1921- 
1923, when the paper mark fell to one-trillionth of its gold value. 
Such results are especially damaging to small and middle-class 
savers holding savings bank deposits and bonds. Thrift becomes 
a mockery in the face of acute inflation. 

On the other hand, extreme deflation, such as occurred aftei 
1929, may be so severe as to wipe out altogether the equity of 
debtors in their property and to result in the transference oi 
ownership to the creditors. The plight of many American 
farmers during the Great Depression well illustrates this fact. 

The effects of price changes upon business incomes. Incomes 
of businessmen are I'esidual in nature. After their contractual 
obligations in the way of wages, material costs, and debts are met, 
the remainder goes to the businessman as his share. Anything 
that increases or decreases the gross income of a business, without 
causing a proportional increase in its expenses or costs, will expand 
or contract, as the case may be, the size of the residual amount 
going to the owners. A rise or fall in the level of commodity 
prices tends directly to increase or decrease the gross income of 
business. At the same time, some costs — for instance, raw ma- 
terials — will also change. But some important costs are “sticky” 
and respond slowly to the movement of commodity prices. Sticky 
costs are those controlled by custom, legal regulation, monopoly, 
and long-term contracts. Although by no means absolutely in- 
flexible, these costs adjust slowly to the general commodity price 
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situation. During rising prices, interest and principal payments 
on pre-existing debts are unaffected. The cost of public utility 
and transport services can increase only after the adjustments in 
rates can be wheedled out of regulatory commissions. Wages, 
which constitute the most important single cost of many industrial 
firms, also tend to be adjusted belatedly to the rising price level. 
Altogether, these lagging costs enable businessmen to enjoy profits 
which rise faster than the price level. These excessive gains are 
sometimes referred to as windfall profits, to indicate that they are 
the result of the fortuitous circumstance of a rising price level 
instead of a reward for efficient management and meritorious an- 
ticipation of economic trends. Not only do windfall profits result 
in unjust enrichment of the businessman at the expense of other 
income getters, but also they encourage overexpansion of invest- 
ment and booms. 

Not all businessmen, however, are in a position to profit ex- 
cessively from rising prices. This is particularly true of business 
enterprises whose prices or rates are subject to public control. 
Costs of such firms rise with rising general prices, yet rates charged 
for their services can be raised only when the regulating authority 
gives consent. 

Just as rising prices with lagging costs give windfall gains, so 
falling prices with lagging costs result in windfall losses. Interest 
rates and wages are difficult to bring down, and their stickiness in 
times of falling commodity prices results in undeserved losses. 
To be sure, if invention and improved industrial technique were 
causing a fall in money costs that corresponds to the fall in prices, 
the change in prices would not be objectionable. But, as a prac- 
tical matter, one can hardly expect any uncontrolled price move- 
ment to meet this exacting requirement. 

T he effect of changing prices on wage earners . Because changes 
in wage rates lend to lag behind changes in commodity prices, 
workingmen find that the real value of their horniy wages tends to 
fall as prices rise. For this reason laborers do not share propor- 
tionately either in the results of technical improvements or in any 
expansion in production that may accompany a period of rising 
prices. Of course, favorable circumstances sometimes enable cer- 
tain labor groups to force their wages up ahead of prices. On the 
other hand, when prices fall, lagging wage rates tend to increase 
labor’s share in the national income. But this gain to labor de- 
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pends primarily upon a gradual and moderate rather than a rapid 
fall in prices. Sharply falling prices destroy labor's advantage by 
causing a decline in business activity and employment. 

Long-run price changes and business activity . The long-run 
price trend has been an object of deep concern to students of 
monetary problems. During the late lgso’s, this concern led to 
great interest in the question of the adequacy of the world's mone- 
tary gold supply to maintain the postwar level of prices. The 
basis of this interest in the long-run price trend rested in the widely 
held belief that depressions are prolonged and exaggerated by a 
falling price trend, whereas shorter depressions and longer periods 
of prosperity characterize periods of long-run rising prices. The 
tangible evidence offered to support this belief is found in Table 
23, which embodies the findings of Dr. Willard L. Thorp as quoted 


TABLE 23 

The Relative Duration of Prosperous and Depressed Phases of Business 
Cycles in Periods of Rising and Falling Trends of Wholesale 
Prices in the United States and England 


United States 

Years of 
Prosperity 
per Year of 
Pi ice Trends Depression 


1790-1815 

Prices rising. . . 

2.6 

1815-1849 

Prices falling . . 

.8 

1849-1865 

Prices rising . . , 

2.9 

1865-1896 

Prices falling . . 

.9 

1896-1920 

Prices rising. , . 

3.1 


England 

Years of 
Prosperity 
per Year of 
Price Trends Depression 


1790-1815 

Prices rising . . . 

1.0 

1815-1849 

Prices falling . . 

.9 

1849-1873 

Prices rising, . . 

3.3 

1873-1896 

Prices falling . . 

.4 

1896-1920 

Prices rising. . . 

2.7 


by Professor W. C. Mitchell in his study of business cycles. 9 

The moral of the data appearing in Table 23 seems to be that 
downward trends in prices must be avoided if depressions axe to 
be kept at a minimum. There appear to be reasonable grounds 
to support the above conclusion. It is well known that falling 
prices are unpopular with businessmen, since they impose a re- 
duced level of profits and, at times, losses. The stickiness of 
wages and interest charges contributes to the embarrassment of 
businessmen faced with falling prices. A scaling down of such 
interest charges and wage rates can come about only by depression 


9 Business Cycles , The Problem and Its Setting , New York, National Bureau of 
Economic Research, 1927, p. 411, quoted with the peimission of the publisher. 
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and unemployment. Furthermore, long-run upward price trends 
were generally characterized by more than normal increases in the 
monetary gold supply, whereas falling price trends generally have 
been accompanied by a smaller increase in the supply of gold. 
To the extent that prosperity is brought to an end by a shortage 
of bank reserves, and relief from depression is facilitated by the 
accumulation of a plentiful supply of reserves, rapid increases in 
gold available for bank reserves might be expected to permit the 
expansion phase of the cycle to continue longer and to hasten the 
termination of depression. Gontrarily, slower rates of increase 
in gold would tend to shorten the prosperous period and lead to 
longer depression. 

Objections to the conclusion that falling price trends are un- 
desirable. The conclusion that long-run falling prices increase 
the length of periods of business stagnation and are therefore 
highly undesirable is open to criticism on several grounds; 

1. A decline in the price level need not depress business if it is 
accompanied by an equal reduction in costs arising from technical 
improvements. 

2. The mere fact that prolonged periods of depression appear 
at the same time as falling secular price movements is no proof 
that depression is caused by falling prices. It may be argued with 
equal facility that depressions cause the declining price trend or 
that both are the result of some common cause and neither the 
cause of the other. 

3. As presented by Mitchell, the evidence is biased in the direc- 
tion of proving the conclusion that falling prices promote depres- 
sion and rising prices promote prosperity. This bias arises from 
the manner in which the turning points in the secular price move- 
ments are related to cyclical movements. For example, the down- 
ward trend of English prices began with the depression of 1873 
and continued irregularly until 1896. The latter year marked 
both the beginning of the upward trend of prices and the end of 
a period of depression. Thus, the period 1873—1896, constituting 
the period of the downward price trend, is biased in favor of 
depression because both the beginning and end are depression 
periods. The period 1896-1920 is in turn biased in the direction 
of prosperity. It begins in 1896 at the start of a business revival 
and ends in 1920 at the end of the long war and postwar boom. 
Periods of downward price trends include an extra period of de- 
pression, but the upward price periods include an extra period of 
prosperity. The choice of turning points in this manner can 
hardly be avoided, but such a choice inevitably provides a biased 
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picture of the relation between price trends and the prevalence of 
depression. 

4. The terms prosperity and depression as used by Mitchell 
have no very exact meaning. They cannot be defined quantita- 
tively but are merely relative terms. 10 It follows that the existence 
of more or fewer months of “depression” as compared with months 
of “prosperity” may mean much or little, depending on the in- 
tensity of the depression and prosperity experienced. 

5. The behavior of the per capita real income of the United 
States during periods of rising and falling trends of prices points 
to the conclusion that national economic welfare improved more 
rapidly during periods of falling prices than during the periods 
of rising prices. This evidence, presented in Table 24, does not 
prove that the rate of economic advance might not have been even 
more rapid during periods when prices were failing, had prices 
risen instead. But at least it raises serious doubts as to the validity 
of the widely accepted belief that downward price trends in the 
United States have been economically objectionable. 


TABLE 24 

Increase in Per Capita Real Income in the United States, 1850-1928 * 


Period 

Income at 
Begin- 

Price Trend ning 

Income 
at End 

Gain in 
Real 
Income 

% Gain 
for 

Period 

Average 
Annual 
Gain for 
Period 

1850-1860 

Upward 

$ 69 

$ 82 

1 13 

18,8 

1.88 

1870-1880 

Downward 

79 

111 

32 

40.5 

4.05 

1880-1890 

Downward 

111 

169 

58 

52.2 

5.22 

1890-1900 

Irregular 

169 

232 

63 

37.2 

3.72 

1900-1910 

Upward 

232 

262 

30 

12.9 

1.29 

1913-1928** 

Upward and stable 

368 

541 

173 

47.0 

3.13 


* Data from W. I. King's The Wealth and Income of the People of the United 
States , New York, The Macmillan Co., 1917, p. 129. 

** Encyclopaedia, of the Social Sciences , Vol. XI, p. 20G. 


The relation of short-time price fluctuations to business activity. 
Short-time or cyclical fluctuations in business activity are generally 
accompanied by corresponding changes in the price level. High 
or rising prices tend to accompany prosperity, and low or falling 
prices characterize depressions. So closely are price fluctuations 
associated with changes in business activity that some regard cycli- 
cal changes in business as being essentially price phenomena. 

10 Business Cycles, The Problem and Its Setting , p. 382. It is well to mention 
that the common assumption that the period 1850-1870 was one of rising prices 
has been criticized by Rufus S. Tucker in “The Myth of 1849,” Appendix A of 
C. O. Hardy’s Is There Enough Gold, Washington, D. C., Brookings Institution, 1936, 
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Such a view is understandable in the light of the fact that common 
causes lie behind both price and business fluctuations. 

Any extensive examination of the causes of short-time price 
changes must be postponed until a later chapter. It is enough 
for our present purpose to suggest here that changes in the profit 
prospects of business tend to slow down or to speed up the tempo 
of business activity. Changes in business tempo are introduced 
by altering the rate of spending money. Through changes in the 
rate of spending, changes both in business activity and in the 
price level are brought about. If the supply of all commodities 
were perfectly elastic, changes in the rate of spending money and in 
business activity would not require changes in prices. But in fact 
the supply of commodities is not perfectly elastic. Changes in the 
rate of spending do, therefore, lead to changes in prices. 

So long as cyclical fluctuations in business activity occur, it seems 
unlikely that cyclical price fluctuations are to be avoided. It is 
not at all clear, moreover, that a complete avoidance of fluctuations 
in business activity is either possible or desirable. In the past, 
periods of rapid growth in business activity have frequently ac- 
companied a rapid exploitation of new inventions or newly found 
resources. Such developments, unquestionably, both quickened 
the whole industrial pulse of the times and left society immeasur- 
ably improved by the immense expansion of productive facilities. 
Without a flexible, expanding monetary supply and an upward 
movement of prices (either absolutely or relatively), these periods 
of rapid forward movements would have been unlikely if not 
entirely impossible. Such bursts of economic advance were prob- 
ably beneficial in spite of the inevitable reactions and periods of 
readjustment that followed. The case for complete business and 
price stability is weakened by the prospect that such a goal might 
be obtained only at the price of stagnation and lack of progress . 11 

Although there undoubtedly are forces deeply imbedded in our 
economic structure that make for “appropriate” changes in output 
and prices, we must not become blinded to the fact that fluctua- 
tions both in business activity and in prices may become excessive. 
In such a case they cease to be a necessary adjunct of desirable 
economic change in a free money economy and become instru- 


11 Cf. Robertson, D, H., banking Policy and the Price Level , London, V. S. King 
& Son, Ltd., 1926, pp. 6-18 and 22. 
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ments of evil and destruction. Under these cixxumstances, the 
part played by price movements in inducing changes in business 
activity becomes important. 

Disturbances to business stability arising from short-run price 
changes . Those price movements which facilitate fundamental 
economic changes and adjustments can be said to be desirable. 
Even when the process involves an expansion in the nature of a 
"boom/’ one may temper his criticism on the grounds that the 
boom made possible the vast and rapid expansion of the new 
capital equipment needed to establish some new and vital in- 
dustry. Yet, by and large, most cyclical price movements can- 
not be justified upon such grounds, for they tend too often to 
exceed the bounds of economic necessity. Regardless of the orig- 
inating force, once under way, such price movements tend to 
abandon their passive role and to become themselves active causes 
of economic fluctuations. 

The reasons for the cumulative and self-generating nature of 
cyclical price movements are not difficult to understand. In the 
first place, let us assume that the monetary system possesses suf- 
ficient elasticity to accommodate itself to further price movements. 
This elasticity may come from a variation in the velocity of spend- 
ing money, a variation in the quantity of money, or both. With- 
out elasticity in the supply of money, cyclical price movements 
could hardly occur. A cyclical upswing in commodity prices, 
with lagging production costs, creates windfall business profits. 
Businessmen become optimistic and attempt to expand productive 
capacity. Bank credit is utilized to accomplish this expansion, 
and the rise in prices continues. But this expansion in new invest- 
ment cannot continue indefinitely. Either rising costs and in- 
creased output reduce the previous optimistic expectations, or a 
disappearance of excess reserves in the banking system requires 
that credit expansion be brought to an end. The result is a re- 
versal of the trend, a decline in the rate of new investment, falling 
prices, and diminished business activity. 

When prices fall, lagging costs cause business to suffer windfall 
losses. Business expectations are made worse by the fall in prices, 
and activity declines. An additional unfavorable factor appears 
in the shape of forced credit liquidation that may be imposed 
upon business by the banks. This is especially likely to occur 
when depression leads to business and bank failures. The banks 
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believe themselves to be acting in self-interest when they refuse 
loans to borrowers whose solvency is in question and when they 
reduce the volume of their loans in order to improve their liquid- 
ity. But such forced liquidation imposed by the banks tends to 
aggravate the drop in commodity prices and to make the situation 
of the businessman more acute. 

Those who would introduce monetary control as a means of 
stabilizing prices and business activity believe that two benefits 
might be achieved. First, a stable price policy would prevent 
the development of powerful upswings in business activity, for it 
would prevent an expansion of money and prices so necessary for 
an upswing in business. Second, by avoiding price movements, 
the added cumulative effects of windfall profits and losses might 
be minimized. 


Questions for Study 

1. What are some important types of price index numbers and 
what use has each? 

2. What is an index number based upon price relatives? Why does 
it have an upward bias? 

3. Why is the aggregate type of index number superior to the average 
of price relatives? 

4. Why is price dispersion at the root of so many economic problems? 

5. What is the nature of the price dispersion shown in Chart 14? 
How does it differ from that shown in Charts 16, 16a, and 16b? 
Which type of dispersion is more responsible for economic disloca- 
tions? 

6. Examine Chan 15. How do you account for the long-run dis- 
persion among wholesale prices, retail prices, and wages? Can you 
see the cyclical dispersions of 1915-1922 and 1929-1934? 

7. Examine Charts 16, 16a, and 16b. Can you explain: 

a) Why different groups of prices behaved as they did? 

b) What the economic consequences of their behavior were? 

8. Why do not the evil results of cyclical price movements cancel out? 

9. What are windfall profits and losses? Why do they arise? Why 
are they objectionable? 

10. Why, at the end of the igso's, was there so much concern over the 
possibility of an inadequate increase in the output of gold? 

1 1 . Can you give some reasons why a long-run falling price level might 
not be disastrous to employment? 
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12. What economic results arise from cyclical movements in prices? 
Why do they tend to become a) cumulative, b) self-reversing? 

13. Does it appear likely that all short-run price level changes can be 
abolished? 

14. What are “appropriate” fluctuations? How are they related to 
economic growth? 
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The Theory of the Value of Money 


T HE VALUE OF MONEY WAS DEFINED WHEN WE EXAMINED THE BE- 

havior of money and prices. In brief, this value is measured by 
what a unit of money will buy in terms of a representative assort- 
ment of economic goods. Putting it in another way, the value 
of money is the reciprocal of the price level, and changes in the 
value of money are indicated by changes in an appropriate index 
of prices. Indeed, it is customary to approach the study of the 
theory of the value of money by examining price movements and 
attempting to find Lhe reasons for their occurrence. We may, 
therefore, visualize the problem of the value of money as the prob- 
lem of explaining the behavior of the price level. Enough has 
been said in the preceding chapter to indicate that the concept 
of the value of money is not simple. Rather, it is dependent upon 
whose money one is talking about. The money of the business- 
man may suffer a more rapid loss of value during a period of rising 
prices than may that of the consumer, whose main interests are 
in the cost of living instead of wholesale prices. The value of 
money measured by a general price index is often considerably 
different from that measured by an index of commodity prices at 
wholesale. Although one should keep in mind the limitations of 
any single index of prices, it is nevertheless possible to use an index 
such as that of wholesale prices to obtain a rough but usable 
measure of the changes in the value of money. 

The basic problem relating to the value of money is to explain 
the causal forces which determine it. This necessarily involves 
not only an explanation of the value of money at any particular 
time, but also the causes of changes, both of a long- and short- 
time nature, which may occur. 

426 



THE VALUE OF MONEY— ITS THEORY 42J 

The importance of the theory of the value of money . Knowl- 
edge of the forces that determine the value of money is vitally 
needed in any attempt to solve modern economic problems. Be- 
cause more and more the problem of controlling price movements 
is coming to be considered a proper goal of governmental action, 
those in charge of such action need to understand the basic prin- 
ciples of monetary theory. The public is becoming increasingly 
aware of the injustices which arise from marked changes in the 
price levels. Quite properly there is a growing belief that it is 
quite as much the duty of the government to prevent the shifts in 
wealth and income that result from price changes as to prevent 
those which arise from theft, fraud, and intimidation. Moreover, 
the close association of price movements with business fluctuations 
leads to the belief that, regardless of the basic causes of business 
fluctuations, preventive and ameliorating action may be taken in 
the form of influencing price movements through monetary con- 
trols, In other words, monetary control — managed currency- 
may furnish one point of attack upon the problem of the business 
cycle. Regardless of whether or not this last view is fully correct, 
a proper theory of the value of money upon which one could rely 
with confidence would be of considerable practical value. 

Methods of approach. There are two basic methods of ap- 
proach to the theory of the value of money. One is the statistical 
method, which seeks, so far as possible, correlations between chang- 
ing economic situations that may influence the price level and 
changes in the price level that actually occur. Such studies may 
be used as a basis for formulating a theory of prices. The second 
method is to approach the problem by abstract reasoning. Both 
methods have their peculiar limitations, and dependence upon 
either alone is not satisfactory. Only when both are properly com- 
bined can one have any confidence in the resulting theory. 

Studies of prices may proceed along two different lines. Some 
analyses deal essentially with long-run price movements. This ap- 
proach is useful in explaining the secular or long-run trend, but 
contributes little to the explanation of cyclical price changes. 
Other studies are directed primarily to the understanding of short- 
run price changes, The urgent need for the latter type of study 
tends to make theories of long-run price change fall into relative 
insignificance. 
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The Demand for Money 

There are two well-accepted views of the demand for money. 
The first is known as the “transactions approach” and the second 
as the “cash-balance approach.” The transactions approach in- 
volves the theorizing of the English classical school of economists 
as represented by J. S. Mill and has been brought down to its 
modern form and popularized in the writings of E. W. Kemmerer 
and Irving Fisher. The cash-balance approach was developed 
by Cambridge University economists headed by Alfred Mar- 
shall. 

The demand for money , transactions approach . The transac- 
tions approach to the demand for money is essentially mechanical 
in nature. It utilizes the same concept of demand that is applied 
to the problem of value of commodities, for “demand” is visualized 
as the offering of economic goods in exchange for money. For 
example, just as the demand for any commodity is thought of as 
the amounts of money that buyers will offer for different amounts 
of the thing* offered for sale, so the demand for money is thought 
of as the commodities and services that sellers of goods will offer 
in exchange for various amounts of money. 

According to this view, as used by the “quantity theorists/’ the 
demand for money has an elasticity of unity . 1 That is, the volume 
of goods and services being offered in the market in exchange for 
the total money supply is a constant and is not affected by differ- 
ences in the volume of money. Therefore, the total value of the 
monetary supply in terms of other things is constant. The basic 
reasoning behind this view is found in the fact that fundamentally 
the volume of things that will be sold in the market is determined 
by the volume of industrial output and the degree of specialization 
involved in creating and distributing that output. Now, so long 
as there is sufficient money to permit the normal functioning of 
a money economy, it would seem that the volume of goods pro- 
duced and the specialization used are governed primarily by the 
supply of natural resources, the state of industrial technique, and 
the capabilities of the population. Therefore, the theory that 
the demand for money has an elasticity of unity seems quite sound, 


1 The demand curve for a thing having unitary elasticity is a rectangular hyper- 
bola, which means that regardless of the supply of the thing offered for sale, the 
total amount offered in return is always the same. 
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nut, as we shall see later, the assumption of a unitary demand foi 
money is of questionable validity in the short run. 

To illustrate the workings of the transactions theory of the de- 
mand for money, let us assume that in a given community and 
during a given interval of time there are $1,000,000 and 1,000,000 
units of goods to be sold. If all the goods are exchanged for all 
the dollars, each dollar is exchanged for one unit of goods; there- 
fore, the value of the dollar is one unit of goods and the price of 
one unit of goods is $1.00. Now, suppose that the number of 
dollars be increased to $2,000,000, with no change in the number 
of units of goods. Two dollars will then be exchanged for each 
unit of goods, and the value of a dollar will be one-half unit of 
goods, or the price of one unit of goods will be $2.00. From this 
view of the demand for money, the conclusion is reached that the 
value of money varies in an inverse proportion to its quantity, or 
that the general level of prices varies directly in proportion to the 
quantity of money . 2 

Of course, during a period of time while changes in the quantity 
of money are bringing about a change in the price level, the assump- 
tion that the demand for money has an elasticity of unity does not 
correspond to the facts. If prices are rising, sellers of goods tend 
to hold goods back in order to obtain speculative profits; hence, 
during the interval, the demand for money may be less than be- 
fore the price movement began. Likewise, if prices begin to fall 
as the result of a lessening of the quantity of money, more goods 
than usual may be offered for money as businessmen attempt to 
minimize losses by reducing their inventories. This condition 
tends to cause an increase in the value of money that is more than 
proportionate to the decline in its volume. Moreover, changing 

2 John Stuart Mill expressed tins view as follows: “The supply of money, then, 
is the quantity of it which people are wanting to lay out; that is, all the money 
they have in their possession, except what they are hoarding, or at least keeping 
by them as a reserve for future contingencies. The supply of money, in short, is all 
the money in circulation at the time. 

"The demand for money, again, consists of all the goods offered for sale. Every 
seller of goods is a buyer of money, and the goods he brings with him constitute 
his demand, . . . 

“If there were less money in the hands, of the community, and the same amount 
of goods to be sold, less money altogether would be given for them, and they would 
be sold at lower prices; lower, too, in the precise ratio in which money was dimin- 
ished. So that the value of money, other things being the same, varies inversely as 
its quantity; every increase of quantity lowering the value, and every diminution 
raising it, in a, ratio exactly equivalent.” Principles of Political Economy , Book III, 
Chapter VIII. 
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prices are almost certain to be associated with changes in the 
volume of production, so that the demand for money is subject 
to variation from this cause. Likewise, changes in the volume of 
speculative trading in securities, land, or commodities in general 
are subject to wide variations, and in themselves these changes in- 
fluence the demand for money and tend to invalidate the assump- 
tion of a constant demand. It is clear, therefore, that any explana- 
tions of the value of money based on the assumption that the 
demand for money has unitary elasticity may be criticized as in- 
capable of giving a satisfactory solution to the problem of short- 
run price fluctuations. 

The cash-balance approach . The cash-balance approach uses 
a very different concept of the demand for money from that of 
the transactions approach. Those who prefer the cash-balance 
approach hold it unrealistic to think of the demand for money 
as a mass of goods being exchanged against a mass of money. 
Rather, they prefer to inquire why money is wanted. They hold 
that money is wanted primarily as a means for storing values in 
highly available or liquid form. It is a basic function of a prop- 
erly working medium of exchange to enable a person to sell his 
products and services today and buy other things when wanted 
in the future. In its capacity as a store of value, money permits 
one to regularize his expenditures while receiving an irregular 
income; to spend a regular income in an irregular manner; to 
await the appearance on the market of the thing specially suited 
to his needs; to await the appearance of prices of both commodities 
and securities more favorable than those ruling at the moment; 
and to meet emergencies as they arise . 3 Everyone who receives 
an income finds it desirable and necessary to make some use of 
money as a store of value. The importance of such use varies with 
the individual and his particular requirements. For example, 
one who receives an income at irregular and infrequent intervals 
must, other things being equal, feel greater need for money as a 
store of value than a person receiving a highly regular and fre- 
quent income. The businessman, whose success depends in part 
on his ability to pick up a bargain when it appears, has a greater 
need for cash balances than has the college professor. The prob- 

s The holding of money derived from current income is not the only way to 
accomplish these things. Buying on credit and other forms of borrowing may be 
used instead. 
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ability of emergency expenditures tends to enhance the attractive- 
ness of a cash balance. To the conservative individual a cash 
reserve seems more essential than it does to the impulsive and 
shortsighted. Finally, the existence of price movements bears on 
this question. Rising prices reduce and falling prices enhance 
the advantages of holding cash. 

The impulse to hold purchasing power in the form of cash bal- 
ances is modified by the undeniable fact that such cash balances 
are an expense to the owner. This expense consists of the enjoy- 
ment or profit that might have been obtained by spending this cash 
balance. Furthermore, it is influenced somewhat by the possi- 
bility of holding values in somewhat less liquid and more re- 
munerative form in the shape of time deposits and readily salable 
securities. 

Under any given circumstances, there is an amount of buying 
power that the public wishes to have available in the form of 
money. This buying power must be sufficient to purchase the 
volume of goods and services that the public feels it should be 
able to command with its cash balances. One may conveniently 
think of this aggregation of goods and services as a given fractional, 
part of the national income, A growth in national income will 
presumably cause some increase in the volume of goods and 
services the public wishes to be able to buy with its cash holdings. 
On the other hand, some other chairge, such as an increase in 
industrial integration, would tend to reduce the need for holding 
buying power in cash. 

The application of the cash-balance theory of the demand for 
money. How, one may ask, is such a concept of the demand for 
money to be applied in explaining its value? Clearly the desire 
of the public to hold in cash sufficient buying power to purchase 
a given volume of goods and services cannot directly affect the 
volume of available cash. Furthermore, the existing supply of 
cash is always being held by someone or other all of the time. 
Since this is true, the problem confronting the public that wishes 
to hold a given amount of buying power in the form of cash is 
how to compel the existing supply of money to buy the required 
volume of goods and services. To accomplish this, the general 
public has only one available method. To illustrate, let us sup- 
pose that the value of money is already such that the existing 
supply has a total purchasing power equal to one-tenth of the 
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nation’s annual real income. Now, if the public wishes its cash 
balances to buy one-eighth of the annual income instead of one- 
tenth, the increase in purchasing power must be brought about 
by the action of individuals. The only way in which an indi- 
vidual can increase the buying power of his own cash holdings is 
to try to expand the volume of these holdings. Assuming that he 
will not do this by borrowing, he must spend less money in rela- 
tion to his income than usual during a given period of time. But 
if everyone else does the same thing, the net result must be that, 
since the total money supply held by the public remains un- 
changed, the total volume of money spent is reduced and the 
price level will fall. 4 The fall in prices that results from the 
reduced spending must continue until the existing cash balances 
will buy one-eighth instead of one-tenth of the national income. 

On the other hand, a decline in the desire of the public to hold 
buying power in cash form causes an increase in the velocity 
of spending. Outlays of cash exceed current incomes and force 
prices up to the point where the buying power of the stock of 
money falls to the required level. Under these circumstances, 
the holders of money resemble the boy who is trying to run away 
from his shadow: run as he may, it always remains with him. 
Similarly, spend as they may, the holders of cash cannot actually 
rid themselves of it. But, like the boy, they may end in an en- 
tirely different place from where they started. 

The cash-balance approach, therefore, holds that the value of 
the existing money supply is determined by the desire of the pub- 
lic to store up, in the form of money balances, purchasing power 
over goods, services, and property of various kinds, including se- 
curities, The value of the total money supply must be equal 
to this required purchasing power. Thus, if the public requires 
the current money supply (which we shall assume to be 1,000,- 
000 units) to purchase 500,000 units of goods, each unit of money 
must be worth one-half a unit of goods. If the number of units 
of money is doubled, the value of each must decline to one-quarter 
of a unit of goods. 3 

4 To put it in. anpther way, it might be said that everyone is now willing to 
offer more "things 1 ' to get money. Cf, Pigou, A. C., Essays in Applied Economics , 
London, P. S. King & Son, Ltd., 1930, p. 178, 

s Cf. Marshall, Alfred, Money , Credit and Commerce , London, Macmillan & Co., 
Ltd., 1923, pp. 43-46, and Keynes, J. M., Monetary Reform , New York, Harcourt, 
Brace k Co., 1924, pp. 81-86. 
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Factors affecting the demand for consumer cash balances, 
There remains for consideration the somewhat perplexing ques- 
tion of the causes lying behind the demand for cash balances. In 
searching for the answer, it is well to remember that the demand 
for cash balances is essentially an individual matter and must be 
explained in the light of individual preferences for cash instead 
of other things. 

Let us first examine the problem from the standpoint of con- 
sumers. A consumer can expand his volume of cash holdings 
only at the expense of some reduction in his consumption. Each 
consumer must strike some point of balance at which the marginal 
advantage of liquid assets in the form of cash is just equal to the 
marginal advantage of added consumption. An increase in the 
prices of things which he buys tends to increase his need for cash 
balances in about the same proportion. Likewise, if increased 
productivity leads to an increase in money income with no in- 
crease in commodity prices, his cash requirements are likely to 
increase proportionately. To some extent, of course, the con- 
sumer is exposed to the speculative opportunities afforded by 
changes in the value of money, so that, temporarily, rising prices 
diminish and falling prices increase his desire for cash. But, in 
general, that person of modest income known as the average con- 
sumer finds little room to vary the size of his cash balances beyond 
the limits set by the size of his money income. 

Factors affecting the demand for cash balances by businessmen. 
The demand for cash balances held by investors and business- 
men cannot be explained upon the same simple grounds which 
suffice to explain consumers’ cash requirements. Businessmen do 
not strike a balance between the advantage of holding liquid cash 
assets and the desire to consume. Rather, they must balance the 
advantages of holding cash against the net advantage of investing 
in securities or in productive capital goods. This calculation 
necessarily takes the form of weighing “anticipations” as to the 
need for cash against the “anticipations” of gains from investment. 
The businessman requires a cash balance that will enable him to 
carry on his enterprise efficiently. He must have enough cash to 
meet his bills or care for his expenditures for some certain length 
of time. For example, he may decide that on the average he 
wants a backlog of cash purchasing power sufficient to meet his 
expenditures for one month. In that case, he wants buying power 
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over about one-twelfth of his annual business transactions. This 
is sometimes described as the transaction motive for holding cash. 
Should the scale of his operations, i.e v his transactions, rise by 50 
per cent, he will require about 50 per cent more cash in order to 
■be able to purchase or handle one-twelfth of his annual transac- 
tions. Likewise, a rise in prices will increase his need for cash to 
handle a given amount of transactions. 

There are other reasons in addition to the transactions motive 
that affect the businessman's desire for cash. For example, should 
business prospects become somewhat dimmed, should something 
threaten the regularity or certainty of his income, he may con- 
clude that, to be safe, he should carry a larger stock of cash than 
before. He might decide that his cash balance should be sufficient 
to handle two months' transactions instead of only one. This 
reason for increased desire for cash purchasing power is called the 
precautionary motive. Still another reason exists, which deter- 
mines the desire for cash balances by businessmen and capitalists. 
A large part of the expenditures of businessmen involve some form 
of investment. They spend money for merchandise and raw ma- 
terial, for equipment, and for expansion of capacity. An im- 
portant consideration that influences businessmen is the prospect 
that what is purchased will rise or fall in price. Thus, if it is 
believed that capital goods are going to rise in price the incen- 
tive to hold back cash purchasing power intended for investment 
will disappear. On the other hand, should the prospect develop 
that capital goods are going to fall in price, there will be a strong 
motive for postponing the investment and for building up cash 
balances accordingly. This is called the speculative motive for 
holding cash. The businessman has considerable leeway in his 
choice of investing or holding his cash. He can hoard the pro- 
ceeds from current sales or he can reinvest them promptly in new 
merchandise inventory. He can hold depreciation funds and un- 
distributed net earnings in cash, or he may spend them promptly 
on new equipment and expanded capacity. This flexibility of 
choice is available to him because he is not like the average con- 
sumer who is compelled to spend in order to subsist. 

Individual savers and investment agencies capable of watching 
and evaluating the market are also influenced strongly by the 
speculative motive. Whenever interest rates are expected to rise, 
or security prices are expected to fall, there will be a prospect of 
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gain from postponing security purchases. Therefore the demand 
for cash balances by these individuals and firms rises sharply. 
Conversely, an expectation of a fall in interest rates or a rise in 
security prices reduces the demand for cash balances. 

To use the analysis of Mr. Hicks, 1 6 the anticipation of gain from 
investment depends on the difference between the expense in- 
volved in making an investment and the expected profit or interest 
(including the expected gain or loss from changes in capital value 
of the investment). The demand for money by the business and 
investing classes is, therefore, subject to wide changes in response 
to changes in profit expectations. The appearance of good busi- 
ness and profit prospects reduces sharply the demand for money, 
whereas an anticipation of declining profits or losses causes a sharp 
increase in the preference for cash. 

Unlike the consumer, investors need not adapt their demand for 
money to changes in the price level. A rise in consumers’ money 
income and expenditure causes a more or less proportional rise in 
the need for cash balances in order that expenditure may be car- 
ried on in a sensible and customary manner. If consumers’ money 
income shrinks and prices decline, their need for cash balances 
will decline. Thus, the demand for money by consumers tends to 
change directly with the price level, and the demand for pur- 
chasing power over real income (commodities and services) tends 
to be relatively constant. This gives support to the view that the 
demand for money is a constant; therefore, its value varies in- 
versely with its quantity. But the cash balances of the business 
and investing groups need not rise and fall in proportion to the 
rise and fall of prices. The need for cash balances does not neces- 
sarily increase as the prices of securities and .capital goods increase. 
Because of the speculative element that influences business be- 
havior so heavily, rising prices encourage the paring down of the 
size of cash balances. This decline in the “demand” for money 
leads to price increases that are greater than the increase in the 
quantity of money. During periods of declining profit prospects, 
the demand for money increases and current income is allowed to 
accumulate in idle balances. Security and capital goods prices 


6 Hicks, J. R., "A Suggestion for Simplifying the Theory of Money,” Economica , 
February 1935. Hicks’ discussion is based upon the same approach as that used 
by Keynes in his discussion of the "Speculative-motive" in his General Theory of 
Employment , New York, Harcourt, Brace fc Co., 1936, Chapter XV. 
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[all as investment declines. But this does not reduce the demand 
for money until investors are convinced that the bottom of prices 
has been reached and new investment is desirable. Because the 
business and investing groups trade largely with each other, and 
because their demand for cash balances is highly sensitive to 
changes in profit expectations but highly insensitive to changes in 
the price level of those things in which they deal, price fluctuations 
arising from changes in the demand for money by businessmen 
and investors tend to be acute . 7 

Demand and the quantity of money. Clearly, then, the value 
of money or the price level may change due to changes in the de- 
mand for money without any changes in the quantity of money. 
This must trot be taken to mean, however, that when changes in 
the demand for money occur that the volume of money actually 
remains fixed. On the contrary, since the money or cash balance 
supply is mainly made up of bank money (demand deposits and 
notes) , which responds to variations in bank loans and investments, 
it follows that increased demand for cash balances may call into 
being added amounts of money. Especially is this likely when the 
reasons for wanting cash arise from increased transactions to be 
handled. On the other hand, an increase in the demand for 
money aidsing from fear of loss of income or the expectation of 
falling security or commodity prices is most unlikely to be accom- 
panied by more money. Rather, some shrinkage in the money 
supply is likely to occur because of the repayment of bank loans. 
Similarly, when the demand for money shrinks because of a slow- 
ing down in the volume of business, the volume of bank credit will 
probably fall. But when the threat of higher prices reduces the 
demand for cash, money is likely to expand due to the advantages 
of borrowing to purchase in a rising market. 


Questions for Study 

1. Why is it important that the public understand the forces that 
determine the value of money? 

2. What is the transactions approach to the demand for money? 
According to this approach, what would constitute an “increase 
in the demand for money 1 ? 


7 Ibid., pp. i6-x8. 
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3. Why is it sometimes believed that the elasticity of demand for 
money is unity? What does this mean? Why is it not valid during 
short-run or cyclical changes in money and prices? 

4. What is the cash-balance approach? In what way is the cash- 
balance demand for money more realistic than the transactions 
approach? 

5. What three motives aliect the demand for cash balances? 

6. What happens to the demand for money (cash balances) when: 

a) the level of business transactions increases? b) the level of 
prices falls? 

7. Is your answer to question 6 the same for consumers, business men 
concerned with current transactions, and holders of cash savings 
awaiting investment? 

8. If the cash-balance demand for money equals one-fifth of the total 
annual transactions, what would happen if it were to fall to one- 
seventh of the annual transactions? 

9. Under what circumstances will an increased demand lor money 
be followed or accompanied by an increased supply? When will 
the reverse be true? 



The Quantity Theory of the Value of Money 


The equation of exchange . To give expression Lo the classical 
view that the demand for money consists of the goods and services 
offered in exchange for it, there has been formulated an “equation 
of exchange,” which is commonly referred to as the transactions 
equation . By assuming that all money in circulation is of one 
type, the equation may be stated in the following simple form: 


MV-PT , 



This equation describes the events that occur over a period of 
time. M is the volume of money in circulation (that is, not in 
bank reserves, but where it may be spent directly upon goods and 
services). V is the velocity of money or the average number of 
times that the money is spent during a given period. MV is 
therefore the equivalent of the total amount of effective money 
that can be demanded during the given interval of time. T rep- 
resents the total volume of financial settlements made during the 
period from the sale of goods, services, securities, and other in- 
tangibles . 1 P is the price level or index of prices of everything 
represented by T, weighted according to relative unit value. 


1 1t is incorrect to think of T as the equivalent of the current output of goods 
and services. Some goods are bought and sold many times before they emerge 
from the productive process in finished form. T is therefore influenced quite as 
much by the turnover of goods as by their absolute volume. Furthermore, old 
capital goods, land, and securities sold in the market are a part of T. To be ex- 
act, credit sales for which payment is postponed to a later period are not a part 
of T, On the other hand, past credit sales involving payments within the given 
period must be included. 
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THE QUANTITY THEORY 

Visualizing MV as the total supply of money available during 
the period and T as the sum total of goods, services, and so forth, 
offered in exchange for MF, we have the basic concept behind the 
transactions equation of exchange as used by the quantity theorists. 
The elasticity of demand for money is thought of as being unity; 
that is, regardless of the size of MV, the same volume of T will be 
offered in exchange. 

The equation of exchange, MV = FT, is, of course, a simple 
truism, which states that the amount of money spent during a 
given period (MV) is equal to the money value of all the things 
bought (PTf. It does not, of course, explain why the price level 
is what it is. The equation is merely a convenient means of bring- 
ing to attention some fundamental factors that bear upon the 
determination of the level of prices. There still remains the prob- 
lem of discovering the causal relations between these factors. 

The quantity theory of money . Beginning with the equation 
of exchange, the quantity theorists make certain assumptions with 
respect to the factors contained therein. 

1. It is assumed that T is an independent factor whose magni- 
tude is unaffected by changes in the quantity of money. The 
basic correctness of this assumption is supported by the argu- 
ment that “an inflation of the currency cannot increase the prod- 
uct of farms and factories, nor the speed of freight trains or ships. 
The stream of business depends on natural resources and tech- 
nical conditions, not on the quantity of money. The whole ma- 
chinery of production, transportation, and sale is a matter of 
physical capacities and technique,” and does not depend on the 
quantity of money . 2 

This assumption is qualified, however, by a recognition of the 
iact that during transitional periods, when the increasing or de- 
creasing quantity of money is bringing about rising or falling 
prices, some changes in T actually occur. Rising prices encour- 
age the expansion of industrial output and trade, and falling 
prices have the opposite effect . 3 

2. It is assumed that the velocity of spending money (V) is also 
independent of changes in the quantity of money. The rate of 
turnover or velocity of money is the result of individual decisions 
ancl is the ratio of total money to the amount spent during the 
interval. In the course of receiving and spending its income, the 
public requires some cash holdings as a store of value. Persons 

2 Fisher, Irving, The Purchasing Power of Money , New York, the Macmillan Co., 
1Q22, p. ikk, quoted with the permission o£ the publishes. 

® Ibid,, pp, 61—63. 
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with regular, frequent incomes that synchronize with expendi- 
tures are able to get along with small cash balances, and those 
with irregular and infrequent incomes require larger amounts 
of cash. Conservative persons prefer larger cash reserves than do 
spendthrifts. People who buy for cash must normally carry more 
cash reserves than those who buy on credit. The cash one needs 
is determined largely by convenience. dDocT'small a cash reserve is 
dangerous and inconvenient, but too much is a needless extrava- 
gance. An expansion in the quantity of money must result in an 
increase in spending, for otherwise there would be an unneces- 
sary waste of purchasing power. Prices may therefore be ex- 
pected to rise. But as prices rise, the volume of cash needed for 
personal and business convenience may be expected to rise in 
proportion. 4 

It is admitted, however, that the assumption that velocity is 
stable does not apply to transitional periods during which the 
effects of changing quantities of money are being worked out, for 
rising prices tend to cause an increase in the velocity of money, 
whereas falling prices tend to reduce it. Therefore, a change in 
the volume of money will not result immediately in an exactly 
proportional change in the price level. But after the transition 
from one price level to the new one has been accomplished, V and 
T may be expected to return to their normal level, so that, in the 
last analysis, it is correct to say that a change in the quantity of 
money causes a proportional change in the level of prices. 5 Irving 
Fisher, a prominent quantity theorist, saw continuous disturbances 
from changes in the quantity of money, with a continuous tend- 
ency toward normal adjustment. “Since periods of transition are 
the rule and those of equilibrium the exception, the mechanism 
of exchange is almost always in a dynamic rather than a static 
condition.” 6 

g. The quantity theory holds that the price level is passive and 
cannot itself be the source of a change in the equation of ex- 
change. Prices, therefore, are the result of the other factors in 
the equation. Thus, an increase in T due to long-run economic 
developments tends to depress the price level unless offset by a 
corresponding increase in M or V, Likewise, an increase in V 
tends to lead to higher prices, other things remaining the same. 
But there is no room in the quantity theory for the concept, held 
by its critics, that prices may rise for reasons completely outside 
the equation of exchange and thereby induce changes in the other 
factors needed to maintain an equilibrium. 

4 This, of course, is the same approach used in the "cash-balance” theory of the 
demand for money. The cash-balance approach is basically an explanation of the 
forces determining velocity. 

8 Ibid., pp. 63-bg. 

6 Ibid., p. 71. Quoted with the permission of the Macmillan Company. 



OF THE VALUE OF MONEY 


44 * 

Introduction of bank credit into the quantity theory. So far, 
in considering the equation of exchange, we have lumped the 
monetary side into a single factor MV. If we assume that all 
money is standard money and none is bank deposits, the use of 
MV as the monetary factor is satisfactory enough. Or, if M he 
taken to represent the total money in circulation whether stand- 
ard currency or demand deposits, MV is sufficient. Older quan- 
tity theorists generally attempt to show that there is a direct and 
proportional relation between the quantity of standard money 
of a country and the price level. This, therefore, makes it neces- 
sary that special attention be given to the volume of demand de- 
posits as related to the volume of standard money. To do this, 
the MV factor is modified by the addition of M'V to represent 
the spending of demand deposits. The expanded equation then 
reads MV + M'V* = PT. In this form, M represents currency 
(including central bank notes) in circulation, and V its velocity 
or rate of turnover, while M* represents the volume of demand 
deposits and V f their velocity . 7 

Assumptions involved in using the expanded form of the equa- 
tion. Use of this equation to demonstrate the relation of the 
quantity of standard money to the price level requires the mak 
ing of some additional assumptions. New standard money that 
comes into the monetary system first flows into the banks, which 
add it to their cash reserves. The banks, eager to make profits 
and accustomed to carrying cash reserves that are but a frac- 
tion of their deposit liabilities, use this new cash reserve to 
expand their loans and deposits. To match the increase in de- 
mand deposits, the volume of hand-to-hancl currency must be 
expanded. The expansion of bank loans and deposits must con- 
tinue until the supply of new standard money is absorbed by 
(1) reserve requirements for new demand deposits; and (2) added 
requirements for money in circulation. It may be assumed, there- 
fore, that any increase in standard money must result in a propor- 
tional increase in M and M r . A proportional shrinkage in M and 
M' must follow any decrease in the quantity of standard money. 

7 Generally, M' is thought of as checking accounts in banks, although it would 
perhaps make no difference if total deposits were used. In this equation, where 
the spending of money for goods is thought of as the force influencing prices, it 
seems unnecessary to include time deposits, which seldom if ever are spent without 
being first converted into currency or checking accounts. If time deposits arc 
included as a part of M', V* Is reduced. 
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Hence, one may conclude that (i) M and M bear a fixed relation 
to each other as determined by hand-to-hand currency require- 
ments; and (2) that M and M' bear a fixed relation to the quantity 
of standard money. Thus, with other things remaining the same 
(that is, V, V > and T), changes in the volume of standard money 
must cause proportional changes in the level of prices . S * * 8 But this 
whole conclusion is based upon the assumption that the banking 
system maintains a uniform ratio of deposits to cash reserves. 
This would require the banks to be “loaned up” to the maximum 
at all times. Such, however, is not the case, for during depressions 
loans and deposits shrink irrespective of the amount of cash re- 
serves held by the banks. During good times, on the other hand, 
borrowers go to the banks for accommodation, loans and deposits 
expand, and the ratio of cash reserves to M falls. It is necessary, 
therefore, to qualify the assertion that M and M f bear a fixed rela- 
tion to the quantity of standard money by adding that a rigid rela- 
tion does not exist during “transitional” periods . 9 

We must conclude that the quantity theory of money offers 
little in the way of an explanation of short-run or cyclical price 
changes in terms of the volume of standard money. Not only are 
the V’s and T subject to variation during cyclical price movements, 
but M and M', the vital monetary factors, do not maintain a con- 
stant relation to the volume of standard money. 

Central banks 3 the volume of money , and the price level . The 
connection between the volume of standard money and M and 
M r is still more remote when central banks are brought into the 
picture. An increased volume of standard money in a country 
causes an increase in the reserves both of commercial banks and 
of the central bank. The central bank is in a position to extend 
added credit and cause a further increase in commercial bank 
reserves. If the central bank were to follow a uniform policy of 
maintaining the volume of its own credit at some fixed multiple 
of its standard money reserves, the application of the quantity 
theory would be unaffected by the introduction of the central 

S To quote Fisher, ‘‘The quantity of bank deposits normally maintains a definite 
latio to the quantity of money in circulation and to the amount of bank reserves. 
As long as this normal relation holds, the existence of bank deposits merely magnifies 

the effect on the level of prices produced by the quantity of money in circulation 

and does not in the least distort the effect.” Ibid,, p. 55. Quoted with the per- 

mission of the Macmillan Company. 

9 Of. Fisher, op, cit pp. 55, 58-64, and 68-69. 
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bank. But central banks normally refuse to follow such a prac- 
tice, engaging instead in “offsetting” operations that nullify the 
effects of changes in the volume of standard money. Moreover, 
as lenders of last resort to the commercial banks, central banks 
reflect the temper of the times, rediscounting freely when business 
expansion appears healthy and exercising restraint when caution 
seems called for. Such actions magnify the amplitude of fluctu- 
ations in M and M' upon a given standard money base. The in- 
troduction of the central bank, therefore, with its power to vary 
the volume of commercial bank reserves when there is a given 
volume of standard money, reduces still further the usefulness of 
the quantity theory of money as an explanation of short-run price 
changes. 

The Quantity Theory Applied Directly to M and M' 

In spite of the obvious difficulties in the way of any attempt to 
explain short-run price fluctuations in terms of changes in the 
quantity of standard money, some significant efforts have been 
made to utilize the quantity theory and the equation of exchange 
in developing a realistic approach to the problem of short-run 
price movements. No direct connection between the quantity of 
standard money and short-run prices is sought. Instead, there is 
an attempt to find some significant short-run relation of a pre- 
dictable and causal nature between the quantity of effective money 
represented by M and M! and movements of prices. 

Assumptions required . If it can be shown that short-run price 
fluctuations are due to changes in the volume of M and an 
important advance will have been made in the direction of solv- 
ing the problem of controlling the price level. To demonstrate 
that changes in M and Af are responsible for short-run changes in 
prices requires certain assumptions. The first, a basic one found 
in any version of the quantity theory, is that prices are passive and 
the result of the other factors in the equation of exchange. The 
second is that short-run changes in T are accompanied by equal 
changes in V and V f , so that the effects of changes in T } V , and V 
cancel out, leaving only M and M' to influence short-run price 
changes. 

The theoretical case for short-run or cyclical equality of changes 
in V’s and T, Some writers on monetary theory have attempted 
to demonstrate the theoretical impossibility of short-run changes 
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in the velocity of money without similar and proportionate 
changes in the volume of transactions or trade. These theoretical 
analyses have been carefully examined by Professor Marget . 10 Pie 
presents the view of those who believe that changes in the velocity 
of money cannot be responsible for causing changes in prices by 
quoting from their writings: “The velocity of circulation of goods 
must increase just as that of money increases; it is simply unthink- 
able that the money-side of all transactions should suddenly 
increase, without the goods-side following it! A purchase always 
presupposes a sale, a payment a receiver of payment. . . . Every 
increase in the circulation of money automatically calls forth an 
equally large increase in the goods-circulation / 5 11 

It is not especially difficult to point out theoretical objections 
to the view that changes in velocity cannot affect prices. It is easy 
to imagine a situation in which the velocity of money might change 
at a rate differing from that at which goods are offered for sale. 
For instance, during the recovery period following a depression, 
there is an expansion both in money expenditures and in the vol- 
ume of production and trade. But if recovery moves on into a 
period of inflation and price boom, speculative buying of com- 
modities may occur, while productive facilities are fully utilized 
and the volume of production has ceased to grow. With rising 
prices, the holding of goods becomes more advantageous than the 
holding of cash. The increased spending, therefore, may par- 
tially be accomplished by a more rapid spending of cash balances 
as well as by an expansion in the quantity of money. This larger 
flow of money is matched against a limited supply of goods, and 
is the cause of the rise in prices. It makes no difference whether 
this larger flow of money comes from a more rapid spending of cash 
balances or from an increase in the quantity of money. Similarly, 
when the peak of the boom has passed and prices begin to fall, the 
most natural reaction of businessmen is to accumulate idle cash 
balances instead of buying goods (decreasing the velocity of 
money). As a result, smaller amounts of money are offered for the 


10 Marget, Arthur W v '‘The Relation Between the Velocity of Circulation of 
Money and the ‘Velocity of Circulation of Goods/ ” Journal of Political Economy , 
Vol. 40, 1932. Quotation by permission of the University of Chicago Press. 

XX Similar views appear in the writings of some American economists. See, for 
example, Davenport, H. G., “Velocities, Turnover, and Prices/’ American Economic 
Review, March 1930, and Launsbury, R. H., “Velocity Concepts and Prices/' Quar- 
terly Journal of Economics , November 1931, 
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existing fixed supply of goods available for sale, and prices fall still 
further. It is evident, therefore, that changes in velocity of money 
may and probably do have some influence on the movement of 
prices. 

Statistical measures of the short-run relation of V to T. By the 
use of statistical methods, Carl Snyder attempted to throw more 
light on the equation of exchange, with particular attention to the 
cyclical relation between changes in velocity of spending money 
and fluctuations in the volume of trade. Because of the extreme 
difficulty of obtaining reliable figures for the velocity of spending 
currency which comprises the hand-to-hand circulation, he con- 
fined his measurements to the velocity of deposit currency (F'). 
Estimating the normal or secular rate of growth of production and 
trade in the United States at about 4 per cent per year, he cal- 
culated the cyclical fluctuations in the volume of trade by correct- 
ing the actual fluctuations for the normal trend and seasonal 
changes. He compared the cyclical Auctions in trade with changes 
in the velocity of bank deposits corrected for seasonal variations. 
He found a strong though not unvarying tendency for changes in 
trade to coincide with changes in velocity of deposits, both in time 
and in amplitude. His statistical studies, therefore, tend to sup- 
port the view that V and T do in fact move together during the 
different stages of the cycle. 

Because V and T appear to fluctuate together during the dif- 
ferent phases of the business cycle, Snyder concluded that the 



Chart 17. Velocity of Bank Deposits in the United States and Variations 
in the Volume of Trade (Deviations from Line of Normal Growth). (From 
Snyder’s “The Problem of Monetary and Economic Stability, 1 " The Quarterly 
Journal of Economics, February, 1935. Reprinted by permission of the President 
and Fellows of Harvard College.) 
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quantity theory (that prices vary in proportion to the quantity of 
money) is substantially true in the short run and is not invalidated 
by the failure of V and T to show short-run stability. To further 
check his conclusions, Snyder compared changes in the demand 
deposits of national banks with changes in the general price level, 
and found, as might be expected in the light of his evidence con- 
cerning V and Tj that there was a marked similarity of move' 
men t, 12 (See Chart 18.) 

PRICE LEVEL DEPOSITS IN 

/N PER CENT BILLIONS OP DOLLARS 



Chart 1 8. Index of i he General Price Level and Demand Deposits, as Measured 
by Reported Deposits in the National Banks. Source: The American Economic 
Review , December, 1924, p. 709. 


The control of prices in the light of Snyder's theory . Should 
Snyder’s findings in regard to the equality of cyclical changes in 
V and T prove acceptable, they would provide a means for con- 
trolling cyclical price movements by appropriate control of the 
quantity of money; for, if cyclical changes in V and T cancel out, 
there remains in the equation of exchange only M == P. There- 
fore, if the volume of effective money were increased at the rate 
of 4 per cent annually to correspond to the secular trend of trade, 
die general price level should remain stable. By dealing directly 

12 por accounts o£ Snydei’s work on this question, see the following: “A New 
Index of the Volume of Trade,” Journal of the American Statistical Association , 
December 1923: “A New Index of Business Activity, ” Ibid v March 1924; “A New 
Index of the General Price Level from 1875,” Ibid June 1924; “New Measures in 
the Equation of Exchange,” American Economic Review , March 1924; “Deposit 
Activity as a Measure of Business Activity,” Rexfiew of Economic Statistics , October 
19*4; “The Problem of Monetary and Economic Stability,” Quarterly Journal of 
Economics , Febiuary 1935. 
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with demand deposits (accompanied by the appropriate volume 
of currency for circulation), Snyder eliminated the problem of 
attempting to explain short-run price changes in terms of changes 
in the quantity of standard money or gold. Even so, there still 
remains the problem of controlling effectively the quantity of de- 
mand deposits and circulating currency. 

Limitations on the application of Snyder's theory . Admitting 
for the moment the validity of Snyder’s conclusions as to the cycli- 
cal equality between V and T, can one be sure that a monetary 
policy that increases the quantity of effective money at 4 per cent 
per year will insure cyclical stability of prices? Snyder's study 
linds only a rough equality between V and T under circumstances 
when M is free to expand or contract with changes in the volume 
of borrowing at the banks. It does not necessarily follow that 
V and T would be equal if control were imposed upon the vol- 
ume of effective money. For example, if the volume of money 
is not allowed to expand during the upswing of business, the 
velocity of spending money is certain to behave differently from 
the way it would if there were not restraints upon monetary 
expansion. If the profit prospects appear bountiful and borrow- 
ing at banks is rigorously held in check, businessmen will probably 
operate on smaller cash balances than they would if loans -were 
easily obtainable. This situation would tend to cause a speeding 
up of the velocity of money. Therefore, if M were not allowed 
to expand, changes in V would no longer be equal to changes in T. 
On the other hand, if it were publicly known that a stable money 
policy could be expected, profit prospects during a business up- 
swing would be more modest than in the absence of monetary 
restraint. For this reason the velocity of money might rise less 
than normal during periods of business expansion. The intro- 
duction of monetary control, therefore, must cause such unpre- 
dictable changes in the velocity of money as to render useless con- 
clusions as to the relation between V and T based on their be- 
havior when monetary control is absent. In seeking price sta- 
bility, it would be foolish to place any blind reliance upon Snyder’s 
suggestion that the quantity of money be increased at the rate ol 
4 per cent annually to conform to the secular increase in trade. 
Such a rule is even more questionable in view of the probability 
that the actual annual rate of secular expansion in trade does not 
conform to the average 4 per cent trend. 
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The relation of velocity of circulation of money to changes in 
the volume of transactions during acute depression and recovery . 
The behavior of the velocity of circulation of money and the vol- 
ume of transactions or trade during the period 1930-1934 (see 
Table 25) suggest that Snyder’s conclusions in respect to equality 
of V and T do not hold true during periods of acute depression. 
During this period, the ratio of V' to T fluctuated from a low of 
0.9 to a high of 1.41, or a difference of 57 per cent. This indicates 
that changes in velocity of money contributed something to the 
price movements of the period. 


TABLE 25 


Ratios of the Velocity of Circulation of Bank Deposits to the Total 
Volume of Trade in the United States * 


1930 1931 



V' 

r 

V'/T 

V* 

T 

V'/T 

Jan. ... 

.. 120 

97 

1.24 

90 

so 

1,12 

Feb. ... 

.. 126 

98 

1.28 

89 

82 

1.08 

Mar. ... 

. . 137 

97 

1.41 

96 

82 

1.17 

Apr. . . . 

.. 131 

98 

1.34 

95 

84 

1.13 

May . . . 

.. 127 

96 

1.32 

93 

82 

1,13 

June . . ♦ 

. . 130 

95 

1.37 

92 

81 

1,13 

July ... 

.. 110 

91 

1.21 

84 

79 

1.06 

Aug, . . . 

.. 106 

89 

1.19 

SI 

76 

1.07 

Sdpt 

... 108 

87 

1.24 

85 

74 

1.15 

Oct. . . . 

109 

85 

1.28 

83 

72 

1.15 

Nov. . , . 

... 90 

83 

1.08 

7l 

71 

1.00 

Dec. .... 

... 97 

82 

1.18 

76 

70 

1.08 


1932 1933 1934 


V* 

T 

V'/T 

V* 

‘ T 

V'/T 

V f 

T 

V'/T 

79 

69 

1.14 

58 

58 

1.00 

64 

63 

1.01 

73 

67 

1.09 

61 

57 

1,07 

68 

64 

1.06 

72 

64 

1.12 

, , 



66 

64 

1.03 

77 

64 

1.20 

63 

60 

1,05 

74 

65 

1.14 

67 

61 

1.10 

65 

64 

1.01 

65 

66 

.99 

68 

61 

1.11 

72 

70 

1.03 

65 

65 

1.00 

70 

59 

1.19 

85 

74 

1.15 

66 

64 

1,03 

72 

61 

1.18 

7J 

66 

1.0S 

61 

63 

.97 

72 

62 

1.16 

67 

63 

1.06 



. . . 

65 

60 

1.08 

68 

61 

1.11 




52 

58 

.90 

62 

60 

1.03 




60 

58 

1.03 

62 

61 

1.01 


, . 



* Source: King, W, I., American Statistical Association Journal, June 193 s, p. 
■with the permission of the author and the publisher. 
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quoted 


The effect of velocity of circulation of money during periods of 
acute inflation , Regardless of the degree to which changes in V 
may be offset by corresponding changes in T during ordinary 
cyclical movements, experience indicates clearly that changes in 
velocity of money may play an active part in times of acute price 
inflation. At such times, the value of money falls rapidly and its 
usefulness as a store of value declines, A “flight from the cur- 
rency” develops as cash balances become an expensive luxury and 
individuals’ desires to hold purchasing power in money form are 
drastically revised downward. Because of the increased velocity 
of money, prices rise at a rate faster than that of the increase in 
the quantity of money. This can be clearly seen in the behavior 
of money and prices in Germany during the postwar inflation of 
1919-1923 shown in Table 26. 

The postwar inflation in Germany was in no small measure the 
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result of the rapid increase in velocity of money, which in July 
1923, was over fifty times greater than in January 1919. To put 
the matter in the language of the cash-balance approach, the pur- 

TABLE 26 

Wholesale Prices, Total Circulation, and Index of Monetary Turnover 
in Germany, 1919-1923 * 




Index of Total 

Rough Index of 


Index of Wholesale 

Monetary 

Monetary 


Prices 

Circulation 

T urnover 


1913-1 

1913 - 1 / 

Index of Prices 


(Monthly Average) 

(End of Month)\ 

Index of Circulate 

1919 Jan, 

2.62 

5.69 

0.46 

April 

2.86 

6.34 

0.45 

July 

3.39 

6.90 

0.49 

Oct 

5.62 

7.15 

0.79 

1920 Jan 

12.56 

8.41 

1.49 

April 

15.67 

10.28 

1.52 

July 

13.67 

11.50 

1.19 

Oct 

14.66 

12.75 

1.15 

1921 Jan. 

14.39 

12.98 

1.11 

April 

13.26 

13.38 

0.99 

July 

14.28 

14.28 

LOO 

Oct 

24.60 

16.44 

1.50 

1922 Jan 

36.65 

20.50 

1.79 

April . . ... 

63.55 

24.84 

2.56 

July 

100,59 

33.48 

3.00 

Oct 

566.00 

79.85 

7.09 

1923 Jan 

4,626 

332 

13.94 

April 

5,988 

1,090 

5.49 

July 

183,510 

7,231 

25.19 

Oct 

18,700,000,000 

854,401,934 

2LS9 

Nov. 

1,380,150,000,000 

245,107,804,000 

5.62 

Dec 

1,200,400,000,000 

374,563,426,600 

3.20 

*’ Graham, F. D., Exchange, Prices and Production in Hyper-Inflation : Germany, jgzo-ige 

Princeton, Princeton 

University Press, 1930, 

pp. 105-106. Quoted 

by permission of t 


publisher. 

chasing power the public wished to hold in the form of cash 
diminished rapidly. This event caused a sharp decline in the 
value of the total stock of money. In contrast to the 6 billion gold 
marks that constituted the German currency in 1914, the value 
of the 62,338 billion paper marks that comprised the German cur- 
rency on August 7, 1923, was only 80 million gold marks. 13 


13 This figure is obtained by dividing the total number of paper marks in 
existence by the number of paper marks required to purchase a theoretical gold 
mark, measured in terms of the existing gold dollar exchange rate. Another method 
of computing the change in the value of the total currency involves dividing the 
total amount of currency by the index of prices based on 1914. Graham, E. D., 
Exchange , Prices, and Production in Hyper-Inflation: Germany, 1920-1923, Prince- 
ton, Princeton University Press, 1930, pp. 101-106. 
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It is inaccurate to ascribe to the increased velocity of money the 
whole of the increase in prices not accounted for by the increase 
in the quantity of money. The quantity of goods exchanged 
against the paper marks declined severely, partially because of a 
shrinkage in production and partially because of a growing prac- 
tice of basing trade on the more stable foreign currencies and on 
barter . 14 


The Cash-Balance Equation 

Those who view the demand for money as the desire for pur- 
chasing power in the form of cash balances require a somewhat 
different formulation of the relation between money and its de- 
mand from that provided by the familiar transactions equation 
of MV = PT, To satisfy the requirements of the cash-balance 
approach, there is needed a way to show that the value of a given 
stock of money is determined by and is equal to the amount of 
purchasing power which the public insists that it have. 

A familiar form of equation used to demonstrate the cash- 
balance approach is: 16 

M = PKT, or P = 

In this equation, M is the effective money supply, held by the 
public; T is the total volume of real transactions settled in terms 
of money during a given period of time; and K is the fraction of T 
that the public wishes its money supply or cash balances to pur- 
chase. M must therefore be able to purchase a quantity of goods, 
services, and other “transactions” equal to KT . From this formu- 
lation it is possible to demonstrate that since P P will vary 

directly and proportionately with the quantity of money so long 
as KT> or the public's desire for cash purchasing power remains 
unchanged. Likewise, it can be demonstrated that without any 
changes in M, prices may change because of a rise or fall in the 
size of KT over which the public wishes cash purchasing power. 
Whenever a rise in precautionary or speculative motives for hold- 
ing cash causes the fraction K to increase (from one-twelfth to one- 
tenth, for example), prices are driven down appropriately as the 

14 Ibid., pp, X73-174- 

15 Robertson, 33. H., Money, rev. ed., New York, Harcourt, Brace & Co., 1929 . 
P- ‘95- 
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public slows down its spending in order to raise the purchasing 
power of its cash balances. Conversely, a decline in K due to a 
decline in the precautionary or speculative motives for holding 
cash causes prices to rise as the public speeds up its rate of spend- 
ing. Also, when T rises or falls, prices change unless an offsetting 
change in M or K occurs at the same time. It is evident that K 
in this equation is the reciprocal of V in the equation MV =r FT . 

A comparison of the transactions equation with the cash-balance 
equation. The transactions equation, MV + M'V = PT, quite 
obviously is a statement that, during a given period of time, the 
money spent equals the value of all the transactions. It is based 
on the transfer of money against other things. In contrast, the 
cash-balance equation, M = PICT } gives merely a kind of instan- 
taneous cross-section view of the situation. It is as if all transac- 
tions were halted at the end of the day and an investigation 
launched into the monetary affairs of the public. This investiga- 
tion discloses (1) that the public is holding a given volume of cash 
balances in the form of currency and bank deposits; and (2) that, 
if these cash balances were spent, they would purchase a given 
volume of goods and services KT. Thus, the transactions equa- 
tion covers a period of time, whereas the cash-balance equation 
pictures the situation at a given instant. 

There is, in fact, no real difference in the result obtained by 
the two approaches. Those who prefer the cash-balance to the 
transactions equation do so because they believe that it gives a 
more realistic approach to the “demand” for money. They hold 
that the demand for money cannot be properly thought of as the 
offering of all the goods, services, and so forth, against all the 
money supply. Instead they prefer the view that money, like 
other things, is wanted for its utility, which in this case is its pur- 
chasing power. The cash-balance approach focuses attention di- 
rectly upon the volition of the users of money in respect to the 
amount of purchasing power they wish their stock of cash to have. 
This, it is said, is superior to looking directly at the velocity of 
circulation of money, about which there is no direct explanation. 

Those who prefer the transactions equation object to the failure 
of the cash-balance approach to focus direct attention upon the 
vital point that the velocity of spending money may be a deter- 
mining factor in the price level. Instead, the idea of velocity must 
be implied from K . Another reason for preferring the transac- 
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tions equation is its adaptability to statistical work. Statistical 
equivalents of M'> V* , P„ and T are obtainable with reasonable 
accuracy. In contrast, no direct statistical equivalent for K can 
be found, and any figures to represent it can be obtained only by 
indirect calculation. 

It is well to remember that both types of equations of exchange 
are merely “truisms” or statements of identities from which one 
may embark upon a theoretical explanation of the relation be- 
tween money and the price level. Each equation has meriLs of its 
own, and each contributes something to the understanding < of 
monetary problems. They should be thought of as comple- 
mentary rather than contradictory. 

Limitations of the Equations of Exchange 

Criticisms of the equations of exchange. Both the transactions 
equation, MV = PT > and the cash-balance equation, M = PKT , 
are useful devices for analyzing the relation between the quantity 
of money and the price level. They are essentially the same in 
that both relate the value of a given quantity of money to the 
value of a given quantity of goods, and services. Like all devices, 
they fall short of perfection and have been subjected to consider- 
able criticism. 

The basic criticisms that have been made of the equations of 
exchange are these; 

i. They are static rather than dynamic in character. Correct 
as far as they go, they fail to provide any direct clue to the process 
whereby changes in the terms of the equations actually occur. 
They furnish no adequate explanation of the forces that institute 
changes, particularly those of the short run. This is, indeed, a 
serious criticism. The economist or the statesman, armed with 
nothing better than the vague assurance that in the long run price 
movements correspond to changes in the quantity of money, is 
sadly lacking in the equipment needed to approach that most 
fearful of modern economic demons, the business cycle. As 
Keynes has well said, "In the long run we are all dead"; it is in 
the short run that our most vital interests often lie. Even though 
one accept Snyder’s view that short-run changes in V and T cancel 
out, leaving M = P, the equations offer no satisfactory answer to 
the question of whether, as commonly assumed, by the quantity 
theorists, changes in M, particularly in the form of bank deposits, 
are determined by independent causes and result in changes in 
P j or whether independent causes induce changes in P, which in 
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turn result in appropriate changes in the volume of M. More- 
over, the equations furnish no clue to the very plausible possibility 
that nonmonetary forces within the business structure operate 
simultaneously upon both M and P to cause corresponding changes 
in each. 

2 . Both equations of exchange necessarily deal with the price 
level in a very general sense. For instance, in the transactions 
equation, MF = PT } P is the price index, weighted according to 
the pidce per unit of each constituent of all transactions (7") 
settled with money. But T is a conglomerate mass made up of 
goods sold at retail and wholesale; payments of wages; rents; 
interest and profits; and securities, land, and old capital goods 
exchanged. Because of this, P must be an index of "prices” of 
this same conglomerate mass. But for purposes of economic 
analysis and control, something more is needed than an assurance 
that, other things being equal, a change in the quantity of money 
will cause a proportional change in the average price level ol the 
heterogeneous collection of items that comprise T. Furthermore, 
T itself is a highly variable and largely unpredictable thing, em- 
bodying not only ordinary industrial and commercial transactions 
but also speculative transactions. 10 Even though P } properly 
defined, may be explained in relation to M, V, and T, the equa- 
tion is so inclusive that it fails to give a definitive answer to the 
primary problem of monetary theory, namely, why commodity 
prices change as they do. 

Another objection sometimes raised to the price level explained 
by the equations of exchange is that it gives little direct help in 
explaining the movement of prices of consumers* goods. Not 
only does P include the prices of purely speculative and capital 
transactions, but also it is heavily loaded with wholesale prices and 
wage payments, which only indirectly and remotely reflect the 
prices of goods bought by consumers, 17 

Questions for Study 

l. In what sense is the equation of exchange, MV = PT , a truism? 
What additional assumptions are necessarily made in order to 
use it as a means for expounding the quantity theory of money? 

16 cf. Hawtiey, R. G., Currency and Credit , rev. ed„ London, Longmans, Green X 
Co., 1928, pp. 35-40. 

17 Keynes definitely took the position that the purchasing power of money ought 
to be defined only as the power of money to buy goods and services for consumption. 
See his Treatise on Money, Vol. X, p. 54, Also see pp. 76-79 for the distinction 
between what he calls the "Currency Standards" or price level indicated by the 
transactions and cash-balance approach, and the “Consumption Standard” or price 
level of consumption goods. For his discussion of the limitations of the transactions 
and the cash-balance equations, see the Treatise , Chapter 14. 
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а. Why arc the assumptions of the quantity theory largely invalidated 
by the introduction of bank credit and central banks? 

3. If one admits the several limitations of the quantity theory: a) 
does it throw any light upon the long-run trends of the price level? 
b) does it help one to understand the initiation and magnitude of 
short-run or cyclical price changes? 

4. a) What is Snyder’s evidence in support of the quantity theory? 

b) From what you know about changes in V, do you think that 
they can be dismissed as causes of short-run price level changes? 

c) Were Snyder’s conclusions in harmony with the ideas about 
speculative and precautionary motives for holding cash studied 
in the preceding chapter? 

5. a) What is the meaning of each of the terms in the cash-balance 

equation? 

b) How can the equation be used to demonstrate the quantity 
theory? 

c) Why is K the reciprocal of F? 

б. What is the core of the argument that the equations of exchange 
are inadequate for analysis of price level changes because a) they 
are static, b) P is too general? 
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The Income Approach to the Value of Money 


Some of the limitations of the quantity theory equations 
for use in explaining changes in the level of prices were noted in 
the last section of the preceding chapter. It was pointed out there 
that not only do these equations offer little assistance in explain 
ing the process through which changes in prices materialize, but 
also they fail to direct attention to the forces that determine the 
prices of commodities and services as contrasted to the prices of all 
transactions settled with money. Some students of monetary 
theory believe that the “income approach” may be used to avoid 
some of the limitations of the more conventional quantity theory 
approach. 

The income approach to the value of money. Essentially, the 
income approach is based on the fact that the spending of money 
income for goods and services determines their price. The pric- 
ing process is thought of as the matching of a flow of money income 
against the flow of goods and services produced and sold in the 
market. Unless corresponding changes in the flow of goods and 
services occur, any change in the flow of money income will cause 
a change in the price level. 

The stream of money income is spent either for consumers’ 
goods or for investments. Income spent for investment may be 
used to purchase securities or capital goods themselves. The 
manner in which money income is disbursed, therefore, affects the 
price levels of consumers' goods and capital goods. Obviously, 
the spending of net income is not the same as the spending carried 
on between businessmen during the process of production. For 
this reason, the income approach is basically different from the 
transactions approach. According to the former, the money in- 
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come for a period is spent for the real income of goods and services, 
and thereby prices are determined. The transactions approach, 
however, states that the total expenditures of all kinds, not merely 
the spending of net incomes, determine the value of all transac- 
tions, including those of an intermediate business and financial 
nature. 

Equations expressing the income approach . To express the 
income approach to the value of money, one may say: 

» = AT 
R ’ 

in which NI represents the national money income for the period, 
R represents the volume of real income in goods and services, and 
P is the price level of such goods and services. 

But the above equation fails to offer any clue to the causes 
behind the prices of consumers' goods as contrasted with capital 
goods. It is, therefore, more useful to take into account the fact 
that part of the money income is spent for consumers’ goods and 
part for capital goods. Thus, if 

NI is the total money income, 

S is the money income saved, 

NI — S is the money income spent on consumers’ goods, 

RC is the volume of consumers’ goods, 

RB is the volume of capital goods, 

then $ = Price of consumers’ goods, 

an d = Price of capital goods. 

R B 

But equations of this kind are in themselves inadequate and 
unsatisfactory. As they stand, they assume that all S is invested 
or spent on capital goods, an assumption that is not always true. 
Furthermore, they give no direct answer to the questions: (1) what 
determines the size of the national money income NI; and (2) what 
determines the proportion that will be spent on consumers’ goods 
and what proportion will be invested. Each of these questions 
requires exploration if the income approach is to be useful in 
analyzing the causes of price changes. 

The Relation of the Total Money Income to 
the Quantity of Money 

The total money income must necessarily bear some discover- 
able relation to the quantity of money. It is reasonable to sup- 
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pose that an expansion in the quantity of money will cause an 
increase in the flow of money through the economic system, and 
eventually, an increase in the money incomes of individuals and 
business firms. One may show this relationship by comparing the 
size of the total money income with the stock of money. 

The income velocity of money. In the transactions equation, 
MV = PT, the velocity of money represents the average number 
of times that the stock of money is spent in the market for T. 
Total expenditures of all kinds (MV) divided by the stock of 
money (M) gives the average transactions velocity* To a very 
large extent, such money expenditures are used for business pur- 
poses, providing for trade between businessmen and for financial 
transactions. Part of these expenditures become net money in- 
come to the receivers. Income velocity is the average number of 
limes that the average money stock appears as money income dur- 
ing any given interval of time. To calculate this, one divides the 
total money income for the period by the total average stock of 
money . 1 

The income velocity of money, that is, the frequency with which 
the average stock of money reaches the income receivers, depends 
primarily upon the time involved in the production process, the 
number of exchanges carried on between different producers dur- 
ing the process of production, and the size of cash balances that 
businessmen and others hold in comparison to their average ex- 
penditures. For instance, an increase in the length of time re- 
quired to carry through the processes of production lengthens the 
time interval between the spending of money by consumers and 
its re-emergence as income at the end of the circuit* Conversely, 
a shortening of the productive process tends to increase the income 
ivelocity of money by hastening its flow. An increase in specializa- 
tion by individual firms increases the number of exchanges re- 
quired to produce a given volume of goods, and delays the circuit 
flow of money from consumer to consumer. The reason for this 

1 “Income velocity” is sometimes referred to as “circular velocity,” Cf. Angell, 
James W., The Behavior of Money, New York, McGraw-Hill Book Co,, 1936, Chapter 
V. To use his approach, if Nl is the national money income, C the circular 

Nl 

velocity of money, and M the stock of money, then Ibid., p. 135. Hl 

suggests that, properly speaking, the flow of money is “circular” only when advancing 
the “unidirectional flow” of goods and services, and therefore most of the financial 
classes of transactions are outside the flow of payments which influence the she 
of money incomes. Ibid., pp. 133-133. 
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is found in the fact that an increase in the number of business 
firms participating in the line of production tends to increase the 
aggregate cash balances required. Therefore, the result must be 
a slowing down of the rate at which the average unit of money 
appears as income. Similarly, any other change in the need for 
cash balances retards or accelerates the circuit flow of money from 
consumers’ hands through industry and back again. 2 

There is evidence tending to establish the fact that income or 
circular velocity of money has a marked tendency towards stability. 
During the period 1909-1929, the annual income velocity of 
money in the United States varied from a high of 340 in 1913 to a 
low of 2.76 in 19 21. The maximum drop from the highest to the 
lowest velocity, amounting to only 18 per cent, is remarkably small. 
But during the acute depression period between 1929 and 1932, 
income velocity fell from 3.05 to 1.86, a drop of 39 per cent. 
Furthermore, income velocity remained substantially below the 
level of the igso’s dming the depressed years of the lggo’s. Dur- 
ing the war years, 1941-1945, income velocity rose moderately at 
first, but later declined and reached a new low of 1.68 in 1946. 
The figures for the annual circular or income velocity for the years 
1909-1932 and 1938-1948 appear in Table 27. 

The decline in income velocity since ig2g has raised specula- 
tion as to the possibility of its secular decline. Is the lowered 
rate of income velocity to be explained mainly in the abnormalities 
of the depression and war periods or has the public’s liquidity 
preferences undergone such a fundamental change that the ratio 
of cash balances to income has risen permanently? 

The importance of the concept of income velocity . To the 
extent that income or circular velocity is stable, it may be said 
that variations in money incomes are in proportion to changes in 
the supply of money. In spite of the sharp downward trend in 
income velocity after 1929, Professor Angell believes that, nor- 
mally, income velocity tends to be reasonably stable. He is sup- 
ported in this view by Lauchlin Currie. 3 In still further support 
of his belief in the stability of income velocity, Angell found that, 
between 1909 and 1929, variations in national money income cor- 

2 Cf. Angell, Behavior of Money , pp, 139-144. 

3 See his Supply and Control of Money , Cambridge, Harvard University Press, 
1934* p- 6. 
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responded closely with variations in the volume of money and 
credit . 4 

This analysis has added one important link to the so-called 
income approach by establishing the relative stability of the in- 
come velocity of money. It strongly suggests that money incomes 


TABLE 27 

Estimates of the Circular or Income Velocity of Money 
1909-1932 and 1938-2948 * 


Circular or 

Year Income Velocity 

1909 3.25 

1910 3.13 

1911 3.01 

1912 3.20 

1913 3.40 

1924 2.97 

1915 3.11 

1916 * 2.91 

1917 3.10 

1918 3.04 

1919 2.81 

1920 2.99 

1921 2.76 

1922 3.03 

1923 3.25 

1924 3.21 

1925 3.21 

1926 3.29 

1927 3,14 

1928 3.14 

1929 3.05 

1930 2.70 

1931 2.26 

1932 1.86 


Circular or 

Year Income Velocity 

1938 2.26 

1939 2.17 

1940 2.10 

1941 2.28 

1942 2.44 

1943 2.36 

1944 2.14 

1945 1.84 

1946 1.68 

1947 1.85 

1948 2.04 


* Figures for the years 1909-1932 quoted by permission from Angell, James W., 
The Behavior of Money , New York, McGraw-Hill Book Co., 1936, p. 190. These 
calculations are based upon estimates of national income by W. I. King in The 
National Income and Its Purchasing Power and those of Simon Kuznets, National 
Income , The stock of money was calculated fiom reported amounts of 

currency in circulation plus net demand deposits adjusted to avoid duplication. 
Figures for the years 1938-1948 are calculated from the revised figures for national 
income appearing in the Survey of Current Business , U.S. Department of Com- 
merce, Supplement, July 1947; Annual Review Number, February 1949. The 
volume of money is taken from the estimates of total adjusted demand deposits and 
currency outside banks appearing currently in the Federal Resewe Bulletin . 

4 Angell, op. cit p. 145, Chart XXII. 
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may be expected to fluctuate roughly with changes in the volume 
of money. In this connection, "money” refers to currency in 
circulation plus net demand deposits rather than to standard 
money. The conclusion concerning the relation between the 
quantity of money and the volume of money income, derived 
from the concept of a stable income velocity, is of greater signifi- 
cance than Snyder *s studies, which seek to establish correspond- 
ence between the cyclical variations in V and T in the equation 
MV = PT . At best, Snyder’s results can show only that changes 
in the volume of circulating money are accompanied by propor- 
tional changes in the general level of prices of all items contained 
in T . 

Relation Among the Quantity of Money, Money Incomes, 
and the Price Level; Hawtrey’s Approach 

In what way, one may ask, are the changes in the quantity of 
money, money incomes, and the level of prices brought about? 
A very useful analysis of the problem has been provided by R. G. 
Hawtrey. 5 His analysis is based fundamentally upon the cash- 
balance approach. He sees three basic reasons why individuals 
wish to keep reserves of purchasing power in the form of cash: 
(1) the failure of income and expenditure to move together; (2) 
the necessity of being prepared for unforeseen emergencies; and 
(3) the necessity of accumulating savings awaiting investment. 
Traders require balances for similar reasons, but owing to the 
superior opportunities for borrowing at short term at banks, the 
traders require smaller cash balances relative to the amount of 
cash expenditures than do individuals. For each individual, the 
appropriate cash balance will bear some definite proportion to his 
income, whereas traders’ cash balances are some proportion of their 
total expenditures. The demand for money is found in the re- 
quirements of the community for reserves of purchasing power. 

The unspent margin . Hawtrey refers to the total stock of 
money (consisting of currency in circulation and bank deposits) 
as the unspent margin. It follows, therefore, that the unspent 
margin is synonymous with the sum total of consumers’ and 
traders’ cash balances. Moreover, it must rise or fall with the 

5 For an account of his viewpoint, see his Currency and Credit , 3rd ed. 1928, 
Chapter IV; and The Art of Central Banking, London, Longmans, Green k Co,, 
LttL, 1932, Chapter III, 
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increases or decreases in the loans and investments of banks. 6 

Traders ’ outlay } consumers * incomes j and prices . Changes in 
the value of money are explained in the following manner. 
Whenever opportunity to borrow at profitable rates arises, traders 
(synonymous with businessmen) will increase their loans at the 
commercial banks. The resulting increases in traders' cash bal- 
ances will be rapidly paid out in the purchase of goods and services 
and shordy must come into consumers* hands as income in the 
form of wages, salaries, interest, rents, and profits. This result 
must be expected, since the trader will be unlikely to borrow to 
increase his idle cash balance. Therefore, an increase in bank 
credit resulting from traders* borrowings must lead to a corre- 
sponding increase in the traders’ outlay (or expenditures) and a 
corresponding increase in consumers* incomes. 

Consumers* incomes, therefore, are likely to vary with changes 
in the volume of bank credit, rising and falling in more or less 
exact proportion except as traders themselves happen to absorb 
part of the change by varying the size of their cash balances. The 
outlay (expenditures) of consumers need not necessarily vary 
exactly with income, since changes in the size of their cash balances 
may occur. For example, an increase in money income may lead 
the consumer to indulge in the luxury of a larger cash balance; 
in this case, his increased outlay will be somewhat less than the 
increase in income. On the other hand, prospects of rising prices 
may encourage him to spend his cash balance down to a thinner 
level; this would cause his increased outlay to be somewhat greater 
than the increase in his income. 

The consumer’s outlay is spent on (1) consumption goods; and 
(2) capital goods or investments. The proportion of each type 
of outlay will depend upon his saving propensities. The aggre- 
gate volume of consumers* outlay is closely related to consumers’ 
incomes, which in turn depend upon traders’ outlay. Consumers’ 
outlay is viewed as the significant factor in the determination of 
the price level, since it directly controls the prices of consumers’ 
goods (these prices in turn control wholesale prices) and indirectly, 
through the prices of securities, controls the price level of capital 
goods. 


0 Currency and Credit , 3rd ed., pp. 34 and 43. 

But in another connection, Hawtrey uses unspent margin in the sense of the rela- 
tion of cash balances to consumers’ and traders’ expenditures. Ibid „ pp. 58-59. 
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The degree to which increased consumers’ outlay may affect 
the price level depends upon the degree to which it finds the pro- 
duction facilities of the community occupied. If adequate un- 
used capacity exists, increased consumers’ outlay induces traders’ 
stocks of goods and promotes an increase in production with little 
if any effect on prices. But if consumers’ income and outlay 
continue to rise, sooner or later the production capacity of in- 
dustry becomes utilized (not necessarily to the same degree in all 
industries), and expanded money outlay can only result in in- 
creased prices. 

Thus, in a general way it is possible to trace the course of an 
expansion in bank credit through traders’ outlay into consumers’ 
income and outlay, until it finances either an expansion of pro- 
duction, higher prices, or both. To what extent is it possible to 
bold that changes in prices are proportional to changes in the 
volume of bank credit or unspent margin? We have already seen 
that to some extent the effect of more bank credit is absorbed in 
greater production. To this extent more money does not lead to 
higher prices. An expansion in bank credit may be accompanied 
by a more than proportional expansion in traders’ outlay, con- 
sumers’ income, and consumers’ outlay. This may arise from a 
failure of traders’ and consumers’ demand for cash balances to 
expand in proportion to their outlay. When this occurs, the new 
cash created by the expansion of bank loans and investments fails 
to settle down readily into cash balances, but instead is spent at an 
abnormally rapid rate. In other words, the velocity of money 
has increased. Thus the outlay of cash over a given interval of 
time may increase faster than does the demand for cash purchasing 
power. Particularly is this true when rising prices reduce the 
attractiveness of holding cash. On the other hand, shrinking 
bank credit will cause traders’ outlay, consumers’ incomes, and 
consumers’ outlay to decline. When prices fall, the demand for 
cash balances tends to rise, so that traders’ and consumers’ outlay 
may decline relatively more than the shrinkage in bank credit. 

The Inequality of Saving and Investment as the 
Cause of Changes in the Price Level 

Keynes has criticized both the transactions equation (MV = PT) 
and the cash-balance equation (M = PKT ) on the grounds that 
they fail to indicate the different monetary factors through which 
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“the causal process actually operates during a period of change.” 
He therefore proposed to analyze the “causal process by which the 
price level is determined and the method of transition from one 
position of equilibrium to another.” 7 The theories of money 
that have been developed by the use of the older equations furnish 
a clue to the forces that establish a given level of prices. Keynes, 
like Hawtrey, however, is interested in the causes which induce 
changes in the price level. Furthermore, he is concerned with 
the problem of explaining the movement of prices of consumers’ 
and capital goods as distinguished from general prices. 

Why saving and investment become unequal . In* the saving 
and investment analysis savings are defined as that part of money 
incomes not spent on consumption. Investment is defined as the 
money spent on capital goods. Because money savings and money 
investment result from the decisions of different individuals, there 
is always the possibility that they will not be equal . 8 The amount 
of money savings responds to changes in the rate of interest. But 
even more is it influenced, in the short run, by the level of money 
income. When incomes are high, savings tend to expand. When 
incomes decline so do money savings. On the other hand the 
volume of investment is subject to change with changes in the 
profit expectations of businessmen. “The attractiveness of invest- 
ment depends on the prospective income which the entrepreneur 
anticipates from current investment relative to the rate of interest 
which he has to pay in order to be able to finance its production.” 9 
Whenever the forces operating upon the volume of saving and 
the volume of investment make them unequal, equilibrium is dis- 
turbed, prices change, profits or losses appear, and entrepreneurs 
expand or contract output. 

The incentive to invest . “Investment” consists in spending 
money for the purchase of capital goods. These capital goods 

7 Keynes, J. M., Treatise on Money , New York, Harcourt, Brace & Co., 1930, 
Vol. I, p. 133. 

8 “Saving is the act of the individual consumer and consists of the negative act of 
refraining from spending the whole of his current income on consumption. Invest- 
ment, on the other hand, is the act of the entrepreneur . . . and consists in the posi- 
tive act of starting or maintaining some process of production or of withholding 
liquid goods.” Treatise , Vol. I, p. 172. Also, “The business of saving is essentially 
a steady process. If there are disturbances in the economic world, these by affecting 
prosperity may react on the rate of saving. But a disturbance will seldom or never 
be initiated by a sudden change in the proportion of current income which is being 
saved.” Ibid., p. 280. Reprinted by the permission of Harcourt, Brace k Co. 

$ Ibid., p. 154. 
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may be of a durable sort (tools, equipment, or buildings) or may 
be short-lived (merchandise and raw materials). Any investment, 
therefore, causes a flow of money income into the hands of the 
owners of the factors of production used in making capital goods. 
Entrepreneurs will invest in capital goods only when they antic- 
ipate that their actions will result in some gain. 

Two basic considerations determine the extent of gain to be 
realized and, therefore, the volume of new investment appropriate 
for any given time. The first of these considerations is the income 
that the particular investment may be expected to yield during 
the normal life of the resulting capital goods. The magnitude 
of actual yield from a given investment depends on (1) the abso- 
lute productive efficiency of the particular capital goods; (2) the 
law of variable proportions or diminishing productivity; and (g) 
the behavior of prices. When the technical efficiency of capital 
is high, its yield or marginal productivity tends to be high also. 
When capital is scarce relative to other factors, the yield on new 
capital is relatively high. Of greater importance than either effi- 
ciency or relative scarcity in determining the variations in yield 
on new capital investment are the changes in prices. When prices 
are rising, the profitableness of new capital investment is mag- 
nified because of lagging costs. When prices fall, on the other 
hand, lagging costs diminish and for a time may cause a complete 
disappearance of prospects of net earnings from new capital in- 
vestment. 

The second basic consideration affecting the desirability of 
making new investments in capital goods is the cost of obtaining 
funds for investment, that is, the rate of interest. Whether paid 
to the purchaser of securities or to the entrepreneur himself for 
the use of his own funds, the interest rate constitutes a cost of 
making new investments that must be deducted from the net yield 
on capital in order to determine whether or trot that investment 
is to be worth while. New investment will not be pushed beyond 
the point where the expected marginal yield is just equal to the 
rate of interest An examination of the forces operating to deter- 
mine the interest rate must be postponed until Chapter 26. It is 
sufficient for our present needs to recognize the part played by 
the rate of interest in the determination of the willingness of 
enterpreneurs to invest in capital goods. 
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T he flow of money income when saving and investment are equal . 
The flow of money income in economic society may be thought 
of as originating mainly in the money payments made by entre- 
preneurs to the factors of production . 10 These money payments 
comprise all the costs incurred by the entrepreneurs in the way of 
wages, interest, rents, and owners’ profits. So long as this income 
passes regularly and uninterruptedly through the hands of its 
receivers and back to entrepreneurs for the purchase of industrial 
output, the process of exchange moves smoothly along, the level 
of money income remains constant, and there is no reason, arising 
from the behavior of this income, why changes in prices or in 
output should occur. That part of income which is spent for 
consumers’ goods moves readily back to entrepreneurs, and assum- 
ing that they do not allow their inventories to decline, will pass 
on through their hands and become income again. If that part 
of income which is saved is invested in capital goods in a prompt 
and regular manner, that is, if the rates of money savings and 
money investment are equal, these savings become the income of 
the factors of production engaged in making capital goods. It 
will be helpful to think of the continuous flow of production and 
income as being broken up into periods of such size that the in- 
come of one period cannot be spent or disposed of until the next 
period. Then the money income of what we may call Period I 
passes on to the entrepreneurs and becomes the costs of produc- 
tion and the money income of Period II. So long as the circuit 
flow of money income is neither augmented by dishoarding or 
monetary expansion nor reduced by hoarding or repayment of 
bank loans, the money-income of each succeeding period remains 
the same. In other words, so long as money savings of a period 
equal the net money investments of that period, the money income 
of the next period will remain equal to the income of the preced- 
ing period . 11 

The behavior of money income and prices when investment 
exceeds saving . Let us assume a fall in the market rate of in- 

10 Some money income originates from direct spending for consumers’ goods 
created by self-employed labor. 

U The analysis based upon the use of successive periods is presented by D. H. 
Robertson in his article "Saving and Hoarding/' which first appeared in the 
Economic Journal September 1933, and is reprinted in his Essays in Monetary 
Theory , London, P, S. King & Son, Ltd., 1940. 
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lerest, which increases the attractiveness of new investment. Busi- 
nessmen therefore expand their new investments at an accelerated 
rate and to the point where the expected marginal productivity of 
new capital equals the rate of interest. Voluntary money saving 
will not increase, but rather, will be discouraged by the lower rate 
of interest. If, therefore, money saving and money investment 
had previously been equal, the expanded rate of new investment 
can be carried on only by increased borrowing by businessmen at 
the banks or by a dishoarding of previously idle balances. The 
increased rate of new investment must, therefore, be accompanied 
by an increase in the quantity of money flowing into incomes. In 
other words, MV of the transactions equation must rise. 

In order to visualize this process more clearly, we may again 
make use of the method of period analysis. Let us assume that 
the total income for Period I is $1,000, of which three-fourths, or 
$750, is to be spent on consumers’ goods and one-fourth, or $250, 
saved. Because of the attractiveness of new investment, during 
the next period entrepreneurs wish to invest $350 instead of the 
$250 made available by the savings out of the income of Period I. 
In other words, investment during Period II will exceed savings 
by $100. There are two sources from which this additional $100 
may be obtained for new investment: dishoarding and an ex- 
pansion in the volume of money. First, entrepreneurs may dis- 
hoax'd some of their previous hoardings of cash. Furthermore, 
they may sell securities to persons who have been hoarding cash 
while awaiting more favorable investment opportunities for past 
money savings. Second, entrepreneurs may obtain new cash funds 
created by an expansion in bank credit. These new funds may 
originate in two separate ways. (1) Entrepreneurs borrow di- 
rectly from banks to obtain funds for working capital, that is, 
to finance the expansion of inventories and to some extent, under 
modern practice, to finance the purchase of tools and equipment. 
The growth of term loans is an example of borrowing at banks 
to expand fixed working capital. (2) Funds that result from bank 
credit expansion reach the entrepreneur when investment bankers, 
investors, and speculators borrow at banks to finance the carrying 
of securities and when banks purchase securities outright from 
investors, who then replenish their security holdings by the pur- 
chase of new issues. As a result of the spending on new invest- 
ment during Period II of $100 more than the funds provided by 
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money saving, the income for Period II will be expanded by the 
amount of the excess of investment over saving. In other words, 
income for Period II becomes $1,100. So long as money savings 
are insufficient to provide the funds required for new investment, 
the money income for any given period will exceed that of the 
preceding period by an amount equal to the excess of investment 
over saving. This may be clearly seen in Chart 19. 
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Chart 19. When Investment Exceeds Saving and Money Income Rises. (As- 
suming investment in each period as $350 and saving as 25 per cent of income.) 


The expansion in money flow that accompanies the expansion 
in new investment in excess ol current saving moves first into the 
capital goods markets, where it leads (1) to a rise in prices o£ 
capital goods; and (2) to an increase in their output. As soon as 
the expanded money expenditure is made on capital goods, it 
appears as increased money income of consumers, which in turn 
leads to increased expenditure for consumers' goods. The result 
will be some rise in prices and a tendency for the output of such 
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goods to increase. To the extent that their supply expands as 
new investment expands, prices of consumers’ goods will not be 
affected, although a delayed expansion in their supply will lead 
to a decline in prices after an initial rise. 

Secondary expansion ♦ The rise in prices of consumers’ goods 
above costs of production increases profits of the businessmen en- 
gaged in their production. This improved outlook raises the 
anticipated productiveness of new capital and furnishes another 
impetus to an expansion in the rate of investment. Investment 
will tend to exceed saving by still greater margins, new credit 
expansion will occur, and the expansion reaches the “Secondary 
Phase.” 12 This is the expansion or boom phase of the business 
cycle. The excess of investment over saving gives businessmen 
increased profits, which in turn encourage a still greater expan- 
sion of investment. This cumulative process goes on until 
brought to an end by forces which become more and more power- 
ful as the boom reaches its later stages. 

Forces bringing expansion to an end . During the earlier stages 
of the expansion period, the increased consumer income arising 
from the expansion in investment is being spent on a relatively 
fixed output of consumers" goods. But when the new investment 
is complete, there becomes available new capacity for producing 
consumers’ goods. Consequently, the flow of consumers’ goods 
expands and the rise in prices tends to slow up. Moreover, a rise 
in money costs of production will develop as a result of upward 
adjustments in wages and because of growing inefficiency. Profit 
expectations will therefore be somewhat reduced and the demand 
for new investment in capital goods will taper off. At the same 
time, the rate of interest will rise, owing to the developing short- 
age of cash reserves in the banks. Previously existing excess re- 
serves are used up both to care for the expanding volume of bank 
credit and to supply the increasing requirements for money in cir- 
culation. The banks therefore become less and less able to supply 
the volume of credit expansion upon which the boom is supported. 
Eventually the point will be reached where new investment begins 
to decline. Moreover, the increase in income causes a rise in the 
volume of saving. When investment no longer exceeds saving, 
the expansion phase of the cycle is at an end. 


12 cf. Keynes, Treatise, Vol. I, pp. 387-288. 
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If investment would remain just equal to saving, the existing 
level of employment and prices would continue. But, once the 
expansion phase is reversed, the rate of new investment tends to 
decline sharply as business expectations experience severe set- 
backs. Savings, however, continue at their old rate and there- 
fore exceed investment. This sets in motion a cumulative fall in 
prices and business activity, which continues until some stimulus 
to new investment occurs to revive it sufficiently to again equal 
or exceed saving. 

The effect of an excess of saving over investment . When sav- 
ings exceed the current expenditures of businessmen on new in- 
vestment, the excess is hoarded as idle cash (or used to pay off 
bank loans), with the result that consumers’ incomes shrink by 
that amount. Prices of consumers’ goods therefore fall. Because 
costs of production will not immediately decline, businessmen 
suffer losses equal to the decline in prices represented by the excess 
of saving over investment. The losses of businessmen still fur- 
ther discourage new investment, so that the excess of savings over 
investment becomes greater, and the deflationary phase becomes 
cumulatively worse. Attempts of businessmen to escape losses 
by reducing output reduce incomes and prices of consumers’ goods 
still further and pass the losses on to other businessmen. In the 
meantime, the decline in investment causes a fall in prices and 
output of capital goods. The process whereby income shrinks 
when saving exceeds investment is illustrated in Chart 20. 

The above analysis, based upon the rate of saving and invest- 
ment, provides an extremely useful meLhod for discovering the 
forces that cause cyclical changes in prices and business activity. 
In this analysis, the monetary forces are seen as passive and per- 
missive rather than active, causal factors. The supply of money 
and the banking system influence the rate of investment by in- 
fluencing the interest rate. This approach does not invalidate 
the quantity theory equations but, instead, uncovers the under- 
lying forces that generate changes which the equations merely re- 
cord. It is concerned primarily with the forces causing a change 
in the price level rather than with an explanation of the level of 
prices that would exist in any given state of equilibrium. To 
find the answer to the question of the determination of the general 
level of prices, one must return to the transactions approach, the 
cash-balance approach, or the straight income approach. 
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Chart so. When Saving Exceeds Investment and Money Income Falls* (As- 
suming investment in each period as $150 and saving as appioximately 25 per cent 
o£ income.) 


Questions for Study 

1. What basic distinction has the income approach to the value of 
money in contrast to the quantity theory approach? 

3 . What is the distinction between the income velocity and the trans- 
actions velocity of money? 

3. Does the behavior of income velocity, as shown in Table 27, 
support the view that the level of money income varies in propor- 
tion to the quantity of money? 

T a) Can you trace Haw trey’s analysis of the manner in which short- 
run variations iix income are generated? 

b) Would the same results follow a change in the expenditures of 
the government on borrowed money? 

c) Does Hawtrey’s analysis throw any light on the general level of 
prices? 

5, The inequality of saving and investment is now generally accepted 
as a cause of fluctuations in income, employment, and prices. 
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u) What is meant by .saving? invesLmeiU? b) Why arc they often 
unequal? 

6. Why are the incentives to invest likely to be unstable? 

7. Do you understand why equality of saving and investment gives a 
stable money income flow? Explain it. 

8. Examine Chart ig, 

a) Do you see why income flow expands when the rate of invest- 
ment exceeds the rate of saving? 

b) What effect on money income flow would result from an ex- 
pansion of government expenditures financed by 1) taxes on 
hoarded savings, 2) expansion of bank credit? 

c) What effect would result from an increase in consumer credit? 

d) If other forces can and do generate economic change, why the 
emphasis upon saving and investment? 

g. What is the source of secondary expansion referred to in the text? 

10. What circumstances cause the reversal of the expansion phase? 
Why can not expansion simply be leveled off at a high rate of 
output and employment? 

11. How and when will the price level be affected by the expanding 
level of money income? 

12. Chart 20 shows the contracting effect of an excess of saving over 
investment. Why and how can this situation develop? 
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Changes in Expectations and Output; 
the Multiplier 


The Equality of Saving and Investment 

Keynes’ treatment of saving and investment in his "Treatise.” 
In his Treatise on Money , Keynes developed the idea that sav- 
ing and investment become unequal, and because they do, changes 
in the output and in the price level take place. A decline in the 
rate of interest or an increase in the prospective marginal produc- 
tivity of capital will expand the rate of new investment, whereas 
a rise in the interest rate or a decline in the prospective marginal 
productivity of capital will tend to reduce it. Whenever invest- 
ment exceeds current saving, new money is created (or old money 
is dishoarded) to pay for the excess investment, prices rise, profits 
appear, and output expands. Conversely, when investment is 
less than saving, money is hoarded, prices fall, losses to business- 
men appear, and output shrinks. 

Keynes’ later view of saving and investment. Although his gen- 
eral conclusions are substantially the same, Keynes modified his 
approach in his later book . 1 Here he concentrated his attention 
upon the forces that he believed to be responsible for cyclical 
variations in business activity and production. In this analysis, 
price level changes enter the picture only incidentally, for they 
are the results of more fundamental forces operating to cause 
changes in output. 

He abandoned the position, previously taken in his Treatise, 

1 The General Theory of Employment Interest and Money, New York, Harcourt, 
Brace & Co., 1936. 

4yi 
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that investment and saving become unequal and thereby intro- 
duce price, output, and income changes. Instead he used “com- 
mon sense” definitions in which (i) “saving” means the excess of 
income over expenditure on consumption; and (s) “current in- 
vestment” is equal to the value of that part of current output not 
consumed. By definition, then, saving and investment are equal , 2 
for it cannot be denied that the cost value of the real goods pro- 
duced but not consumed must equal the cost value of the goods 
added to the stocks of capital goods. Thus, in actual fact, out of 
any given income, savings are matched by equivalent accumula- 
tions of goods, whether the result of the spending of savings 
through the conventional or planned investment process or by 
the backing up of output in unsold inventories in an unplanned or 
unintended investment. This does not mean, however, that cur- 
rent planned or intended savings must or will equal the planned 
or intended rate of money investment. Hoarding of planned cash 
savings may occur, in which case saving exceeds planned invest- 
ment; and dishoarded cash and newly borrowed bank credit may 
be spent on new investment in excess of planned savings. Using 
as a starting point his second concept, that saving must equal 
investment, Keynes developed an explanation of fluctuations in 
output, employment, and (incidentally) prices which deserves our 
examination. 

The marginal efficiency of capital. It is, of course, a common- 
place of economic analysis that business activity rises and falls 
as businessmen expand or contract their expenditures. In their 
hands resides the power to expand or contract output, employ- 
ment, and incomes. Their decisions, of course, are not governed 
by caprice or accident but are directly related to the expectation 
of profit. 

When businessmen expand their output, they necessarily ex- 
pand their supply of capital, whether in the form of liquid stocks 
or in. durable fixed form. Therefore, their decisions to expand 
output must necessarily be the result of advantages expected to 
accrue from these additions to their capital supply. To describe 
this basic factor in the decisions of businessmen, Keynes uses the 
term “marginal efficiency of capital.” By this he means the “rela- 
tion between the prospective yield of a marginal capital asset and 


2 Cf. his General Theory of Employment , Chapter VII. 
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its supply price or replacement cost.” 3 Thus, it is the business- 
men's expectations of the future income from the marginal units of 
capital (or the marginal efficiency of capital) compared with the pres- 
ent cost of obtaining that capital (that is, the current rate of interest) 
that determine whether or not they expand their investments. 
When, therefore, the marginal efficiency of capital is above the rate 
of interest, investment, incomes, and employment will rise. On 
the other hand, when the marginal efficiency of capital is below 
the interest rate, investment will fall, and with it output and em- 
ployment. Variations in output are dependent upon changes in 
expectations as to the marginal efficiency of capital and upon 
changes in the interest rate. 

The expansion of netu investment . Let us assume that the 
willingness of businessmen to make new investments is increased 
because of a fall in the rate of interest, a rise in the marginal 
efficiency of capital, or both. If, previous to this change, the rate 
of planned or intended money saving ( i.e the amount being 
voluntarily saved out of the current income) has been equal to 
the current rate of investment, the increased rate of investment 
can occur only through an expansion in total money expenditures. 
This increase in spending may be accomplished by dishoarding 
(or increasing the velocity of money) or by an expansion in the 
volume of money. In either case, savings, as planned out of cur- 
rent income, are less than the money actually spent on investment. 

By this new spending, the businessmen obtain additional stocks 
of capital goods, and those individuals who are connected with 
the capital goods industries receive increased money incomes. 
Until they spend this increased money income, such individuals 
are in the position of having advanced capital goods to the busi- 
nessmen in return for the cash being held. They are, therefore, 
temporarily engaged in saving. But this new money income will 
hardly be allowed permanently to fatten the cash balances of the 
receivers; especially is this true of wage earners previously ‘un- 
employed. To a very large extent, the new money income that 
results from the increased rate of investment will be spent 
promptly for consumption goods. This in turn causes an in- 
crease in the output, employment, and incomes in the consump- 
tion goods industries. In the meantime, whoever holds the in- 


3 Quo Led, with permission, from General Theory of Employment , p. 135. For a 
discussion of the marginal efficiency of capital, see his Chapter XI. 
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creased stock o£ money that arises from the excessive investment 
is engaged in unplanned saving. From this unplanned saving 
comes the capital goods required for the increased investment. 

Thus we see that new increased investment automatically calls 
into being an equivalent amount of new savings of the unplanned 
variety. They are unplanned in that they arise out of the lag 
between their receipt by the holders and their expenditure on 
consumers 5 goods. But, in time, the rising level of money income 
that is generated by the inareased investment under consideration 
will result in a higher level of planned saving. Eventually, then, 
planned saving will rise to the level of investment and the expand- 
ing effect on income will have become exhausted. 

The “ multiplier ” concept . The concept of the “multiplier” 
is most commonly applied to the relation between investment and 
the resulting money income and employment. 4 The multiplier 
is used in two separate but very closely related senses. First, it is 
used to describe the amount of income and employment that may 
be expected to result from a given “lump” or increment of invest- 
ment. Second, it is used to describe the I'atio between an in- 
creased rate of investment (comprised of a series of recurring 
lumps) and the increased income flow generated thereby. Re- 
gardless of which application of the multiplier concept is made, 
under any given set of conditions its magnitude is the same in 
either case. 

Multiplier I: The Result on Income of a Given Lump or 
Increment of Investment 

It will simplify our analysis of the multiplier if we begin with 
the familiar situation where planned saving and investment are 
equal and the income flow is consequently stable. Under these 
conditions, let us inject a lump or increment of additional invest- 
ment and observe the results on income. In order that this new 
lump of investment can be made, businessmen must in some way 
get the money they need for the purpose. Obviously there are a 
number of possible sources. First, the firm may have assembled 

4 This more properly should be called the investment multiplier to distinguish it 
from the multiplying effects of numerous other types of expenditures. Our atten- 
tion is attracted to the investment multiplier especially because it is mainly through 
changes in investment that changes in income flow are generated in a private capi- 
talistic society. During wars, government spending largely overshadows private 
investment. 
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cash funds out of depreciation allowances and out of net earnings 
withheld from stockholders. Second, savings from past periods 
now held in cash hoards of large income receivers may be tapped 
by borrowing or the sale of stock. Third, funds may be borrowed 
from commercial banks, which create new money. It is clear that 
the new lump of investment, the consequences of which we pro- 
pose to trace, will necessitate bringing into active income circula- 
tion either money previously hoarded or newly created bank credit 
money. It will simplify our discussion if we refer to this money 
used to bring about a new lump of investment as new money. It 
is new so far as the existing active income circulation is concerned. 

The expansion of consumers' incomes. New incomes arise di- 
rectly out of the process of spending the “new” money in the 
making the new increment or lump of investment. But the re- 
sulting income is not the end result, for as we have already learned, 
the income of one period, when spent, provides the basis of income 
in the period that follows. Therefore the subsequent spending 
of the first round of income generates income for the next round. 

Let us first assume that the receivers of income generated by the 
new lump of investment spend all of their additional income on 
consumption and save nothing . 5 6 In such a case the income flow 
would be permanently increased by the injection of the new lump 
of investment. The amount of the increase, measured in terms 
of annual income flow, would then be determined by the income 
velocity of the money newly injected into the income circuit 
through the new investment. At the beginning, if consumers 
receiving shares of the newly generated incomes are laborers, the 
rate of spending would be high and the resulting flow of income 
during a given interval would likewise be high. For example, 
it has been calculated that the “period of circulation” of new wage 
payments from income to income again may be about two months . 0 
Obviously, if the new money put into the income circuit by our 
lump of investment should at first become income six times per 
year, the expansion of annual income will be six times the initial 
investment. Regardless of the rate at which initial receivers spend 
their incomes, however, sooner or later the income is distributed 
throughout the economy and gets into the hands of persons who 

5 Their marginal propensity to consume is therefore i. 

6 Clark, J- M,, The Economics of Planning Public Works , Washington, D.C., 1935, 
pp, 87-S8. 
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slow down the income velocity. Eventually the new money would 
have an income velocity corresponding to the average for the gen- 
eral money supply. This slowing down occurs because of the 
need on the part of the public for higher cash balances to care for 
the increased volume of transactions incident to the increased in- 
come flow. Therefore, under our first assumption that added 
income is entirely spent on consumption, the new lump of invest- 
ment could be said to cause an increase in the annual flow of 
income equal to the new investment multiplied by the income 
velocity of money. Unfortunately this happy result cannot, in 
fact, be expected. The reason lies, of course, in the unreality of 
the assumption that all new income is spent on consumption. 

We must, therefore, make a second assumption that is more in 
line with economic reality. This assumption is that not all of the 
additional income is spent on consumption. Instead, a part is 
held in cash by the receivers. These cash withholdings, called 
leakages and discussed presently, reduce the income stream of the 
next income period. Only new and added investment can offset 
these cash hoards and restore them or their equivalents back to the 
income stream again. But because we are tracing only the effects 
of the initial lump of investment, we cannot properly assume that 
added incentive to invest will arise to absorb the cash hoards aris- 
ing from the increased income flow. Should such a happy event 
actually occur, one could rejoice in the successful “priming” of the 
investment pump by the initial lump of investment. But this 
cannot be expected except under favorable conditions when busi- 
ness prospects are becoming brighter. 

T he “ leakages ” As we have already seen, the only reason why 
an initial lump of investment cannot be expected to result in a 
permanently higher income flow lies in the fact that not all new 
income is spent. The factors behind the hoarding of a part of 
the new income have been lumped together under the highly 
descriptive title of ‘leakages.” 

An important source of leakage is the increase in idle cash bal- 
ances (or hoards) of income receivers. A most serious cause for 
this in times of depression lies in the unsatisfied precautionary and 
speculative motives of the public. New income, when available, 
may be devoted in part to the satisfaction of these desires for 
liquidity. The increased incomes of workers are unlikely to 
be hoarded for such reasons, but incomes of the well-to-do are 
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susceptible to such use. Furthermore, the increased purchases of 
consumers 5 goods accompanying the increased incomes enable 
businessmen, if they are so inclined, to disinvest by converting 
inventory and depreciating assets into cash and hoarding the cash. 
Clearly, hoarding part of the new money income to satisfy the pre- 
cautionary and speculative motives of the public effectively with- 
draws the hoarded cash from the income stream. The magnitude 
of leakages of this sort is quite unpredictable. We may be cer- 
tain only that they will be relatively high during bad times and 
may largely disappear during times when business prospects are 
improving. 

A second source of leakage occurs when receivers of new income 
use part of it for debt repayment. If creditors repaid are banks, 
the debt retirement results in a reduction of the quantity of money 
by that amount. If debts are repaid to creditors other than banks, 
the money is piled up in idle cash balances of the creditors. In 
either case, the new money is effectively removed from the chan- 
nels of trade and only an expansion of new investment will restore 
it to the income stream. 

A third type of leakage arises from the normal tendency for 
savings to expand as a result of the increase in income generated 
by the input of new money investment. Clearly, without a suffi- 
cient stepping up of the rate of new investment to absorb these 
new savings, they will become idle cash and thus will have leaked 
out of the income stream. 

Yet a fourth form of leakage occurs when the expansion of in- 
come stimulates imports from abroad and causes a net outflow of 
funds. Until a corresponding expansion of exports develops, the 
leakage from such a situation tends to continue. 

In respect to these leakages one thing stands out clearly. The 
size of the total leakages that may be expected from each turnover 
of income is highly unpredictable. Especially is this true of those 
arising from reduced profit expectations, for as we well know, the 
motives for hoarding cash among businessmen are highly variable. 
On the other hand, the fraction of additional income that will be 
saved as a result of a regular program of planned individual and 
firm savings is relatively easier to estimate. Even here, however, 
accurate prediction is by no means easy. 

The effect of leakages on the volume of neio income generated 
by a lump of new investment* If, out of the new income gen- 
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crated by our initial lump of investment, each receiver devotes a 
part of what he gets to the fattening of his cash hoards, the flow 
of income must inevitably decline in each succeeding round. 
Eventually all of the new cash put into the income stream by the 
lump of investment must be absorbed into these idle balances and 
its power to generate additional income will have evaporated. It 
becomes important, therefore, to learn how much total income 
may be expected to be generated by the initial investment before 
its effects have entirely faded away through leakages into idle 
hoards and canceled bank credit. The answer can be calculated 
only if one knows the rate of leakage to be anticipated. Reliable 
estimates of such leakages are impossible to make, especially during 
depressions. For purposes of illustration, however, let us assume 
that one-half of each dollar of new income generated by our 
lump of investment leaks away, i.e > 3 is not spent by its receivers. 
In this case the new income generated for each dollar of new 
investment would be $1.00 + $.50 + $.25 + $.125 + $.0625 + 
$.03125 + . . . , or a total of $2.00. Or, if we assume that in- 
come receivers spend two-thirds of their incomes and hoard one- 
third, the total new income resulting from each dollar of new 
investment will be $1.00 + $.662/3 $,44% -j- . . . , or a total 

of $3. Similarly, if receivers hoard one-quarter of their new in- 
comes, the total resulting income from an initial dollar of invest- 
ment will be $4. The size of the multiplier, i.e the ratio of 
new income to new investment, is 2 in the first example, 3 in 
the second, and 4 in the third. The size of the multiplier, there- 
fore, is the reciprocal of the fraction of the new income that is 
not spent. To apply this to public works investment, if $10,000,- 
000 is spent at a time when the public tends to hoard one-third of 
its added income, the multiplier is 3 and a total of $30,000,000 in 
new income will arise before the effects are finally exhausted. It 
must be clearly recognized, of course, that such estimates of the 
income to be expected from a given investment depend entirely 
upon the estimate of the leakages operating at the time. As such, 
they do not deserve too much confidence. 

Multiplier II: The Income Generated By an Increased 
Rate of Investment 

Let us assume that the marginal efficiency of capital increases, 
illative to the rate of interest, so that businessmen wish to expand 
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the rate of investment. This involves a series of lumps of invest- 
ment such as we have described above under the heading of Mul- 
tiplier I. For ease in analysis let us again assume that before the 
rate of investment is raised the rate of planned saving was just 
equal to the rate of planned investment and therefore that the 
income level was stable. The increase in the rate of investment 
can be financed only by an expansion in the flow of money (MV), 
which involves borrowing new money from banks or drawing on 
old hoards of cash. 

Each lump in the series of investments constituting the increased 
rate of investment will generate a declining series of new income 
payments examined under the heading of Multiplier I. The 
significant question that requires an answer involves the effect 
upon the level or flow of income that can be expected from a given 
rise in the rate of investment. The answer is easy as soon as agree- 
ment can be reached on the correct assumption in respect to the 
size of the leakages. For example, if it be assumed that one-half 
of all new income will leak away into idle hoards, it is obvious 
that the increased rate of investment can generate new income 
and employment only until the point is reached where cash hoards 
accumulate out of the increased income flow at the same rate that 
“new” cash is being injected by the successive lumps of investment. 
Under our assumption that one-half of all additional income is 
hoarded or leaks away into idle cash balances, the maximum in- 
crease in the rate of income flow is twice the increase in the 
rate of investment. Thus, if investment has been increased by 
the amount of $1,000,000 per year, the resulting increase in an- 
nual income can be no more than $2,000,000. At that level leak- 
ages are $1,000,000 per year and nullify the inputs of that amount 
of investment, I11 this case the multiplier is 2. Should the as- 
sumption be made that leakages constitute but one-quarter of any 
additional income, the multiplier is 4 and the $1,000,000 increase 
in annual investment can lift the annual income level by $4,- 
000,000 before the leakages are sufficient to just offset the new 
investment. The manner in which the added series of lumps of 
investment affect the flow of income may be seen in Table 28. It 
will be readily seen that the maximum results on income ma^ 
terialize only after the passage of considerable time. 

The relationship between the increased rate of investment and 
the resulting increase in income holds true regardless of the dis- 



TABLE 28 

Effects of a Series of $100 Inputs of Investment on Total Income per Period of Income Turnover 
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position made of the accumulating cash hoards resulting from the 
leakages. For example, during depressions, when the hoarding- 
propensities are high, any increased investment may or may not 
be financed by drawing on the current accumulations. If not, 
the investment process will require borrowing of new money from 
old hoards and from the banks. In more normal periods, how- 
ever, especially when private investment is expanding, the current 
savings made for investment purposes expand until they provide 
all the funds necessary for the increased rate of investment. It 
will be helpful, in understanding the operation of the multiplier 
and its limits, to examine Chart 21. 

Factors determining the volume of savings: The propensity to 
consume . One of the most important sources of leakages, par- 
ticularly in times when business expectations are good, is the 
tendency of individuals and firms to engage in planned or in- 
tended saving. This is in contrast to the failure to spend because 
of liquidity preferences growing out of changing expectations of 
business. Because of the dominant part played by such saving in 
the determination of the size of the multiplier, we shall examine 
briefly some of the factors that determine it. Keynes uses the term 
“propensity to consume 55 to indicate the ratio of a person's con- 
sumption to a given income. He holds first, that the “propensity 
to consume” is fairly stable. Therefore, although different indi- 
viduals receiving given incomes will spend on consumption differ- 
ent proportions of their incomes, on the whole for any given level 
of money incomes, the proportion of total income which will be 
spent on consumption tends to be stable. It follows that the total 
volume of saving that results from a given level of income is like- 
wise stable and but little affected by changes in the rate of interest . 7 

Because man’s habitual standards of living constitute a first 
claim upon his income, short-run increases in income are likely 
to be utilized to expand savings, provided that the previous in- 
come was sufficient to satisfy the habitual standards. Likewise, 
a decline in income will most likely cause a greater shrinkage in 
savings than in consumption. Keynes holds it to be a funda- 
mental psychological principle that, when income increases, con- 
sumption increases by a somewhat smaller amount . 8 Therefore, 
the propensity to consume — the ratio of consumption to income 

7 General Theory of Employment , pp. 93-94 and 95. 

8 Ibid . , pp. 96-98. 
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— tends to decline somewhat with increases in income. Keynes 
concludes that during any given interval of time the volume of 
saving varies directly with the volume of income. Moreover, the 
changes in the volume of savings will be more than proportional 
to the changes in income. 

The Multiplier in Reverse 

Just as a new lump of additional planned investment generates a 
series of additional though diminishing increments of income, so 
a reduction or a withdrawal of a given lump of planned investment 
from the existing stream will generate an income shrinkage. For, 
since the injection of the lump of investment, if carried out, would 
have caused a given increase in the ultimate aggregate income, so 
the failure to make this lump of investment must cause a loss of 
aggregate income of equal magnitude. 

Similarily, a reduction in the rate of investment from its existing 
level generates a fall in the level or rate of income. The fall in 
income must continue until a rate is reached at which the savings 
or leakages have declined to the level equal to the new lowered rate 
of investment. This may be seen in Chart 22. 

The Significance of the Size of the Multiplier 

It must be noted that the size of the multiplier, and hence the 
degree of effect of investment on income, varies inversely with the 
public’s saving (and hoarding) propensities. If the fraction of 
new income saved is small the multiplying effect of either a new 
lump or an increased rate of investment will be relatively large. 
Similarily, in such a case a decline in investment will tend to gen- 
erate large reductions in the income level. On the other hand, 
when the propensity to save and hoard is high, changes in the rate 
of investment have a more modest influence on the income level. 
For this reason during depressions new investments may provoke 
but a modest improvement in the level of income because of a 
high tendency to hoard. During good times, when hoarding is 
insignificant, new investment will have a greater effect on the 
income level. Thus we may conclude that in a country having a 
high marginal propensity to save, changes in the rate of investment 
will have but slight effect on the income level, whereas in a country 
having a low marginal propensity to save, changes in the rate of 
investment will have a relatively large effect on the level of income. 
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Secondary Investment 

In the foregoing illustrations of the operations of the multiplier, 
it was assumed that the disturbance to a state of equilibrium in 
which saving and investment were equal arose out of either a 
change in the rate of interest or a change in the marginal efficiency 
of capital. It was assumed that when a disturbance in either of 
these two important factors occurred, the multiplier operated to 
restore equilibrium. But the situation is more complex than this. 
If, for example, a decline in the rate of interest leads to an in- 
creased rate of new investment and an expansion in incomes and 
business activity, there is almost certain to follow some improve- 
ment in profit expectations. There appears, therefore, a new and 
cumulative incentive to expand investment. The new employ- 
ment which arises from the operation of the multiplier upon this 
additional investment merges into the original increase. This 
cumulative expansion in investment and employment is sometimes 
described as the principle of acceleration . It is obvious that the 
acceleration principle operates in the opposite direction to reduce 
investment and incomes once a decline in investment below saving 
appears and a fall in output, incomes, and prices gets under way. 

The Multiplying Effect of Any Type qp Expenditure 

In our analysis of the multiplier we took for our starting point 
an equilibrium position in which planned money savings and 
money investment were equal and the income level stable. It 
must be recognized, however, that the same multiplying effect 
exists regardless of the economic state when a new increment or 
lump of investment is made in excess of the pre-existing rate. 
Should the change in investment be introduced at a time when an 
excess of planned savings over investment is driving down the 
income level, the change in investment, away from the existing 
level, merely modifies the existing income trend. 

It must also be kept in mind that any expenditure that results 
in money income has a multiplying influence on the income of 
subsequent periods. This is true because the expenditure of one 
period, whether by consumers or by investment, becomes the in- 
come of the next. Consequently any increase in consumers' ex- 
penditures over the existing level, whether based on the utilization 
of past cash savings, an expansion of consumer credit, or a govern- 
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ment dole, tends to have the same multiplying effect as an increase 
in investment. The emphasis on the effects of changes in invest- 
ment arises from the recognition of the significance of investment, 
in contrast to consumer expenditure expansion, for the mainte- 
nance of a desired income level in a private economy. It is mainly 
the failure of investment to keep pace with the savings of a given 
desirable income level that jeopardizes the maintenance of that 
level* 


Questions for Study 

1. What are Keynes’ “common sense” definitions of saving and invest- 
ment? 

2. Do you see how an expansion of savings (i.e., reduction of con- 
sumption spending), may cause unplanned investment? 

3. Suppose the rate of investment becomes higher than the rate of 
planned savings. 

a) What results must occur in the flow of money income? 

b) How will this surplus of investment above planned saving 
immediately be accompanied by a corresponding volume of 
unplanned saving? 

c) If the rate of investment is maintained, why will there ulti- 
mately result an increase in planned saving? 

4. What is the meaning of the term “marginal efficiency of capital”? 
How would it be affected by; a) improved prospects of business 
profits? b) a falling price level? c) invention? d) discovery of new 
resources? 

5. What would be the effect on the annual income level if all the 
new income that results from new investment were spent on con- 
sumption, i.e., if the marginal propensity to consume were 1? 

6. a) Why is the assumption in question 5 a false one? 

b) What would be involved in “priming the investment pump”? 

7. Why are the leakages likely to be higher in depression than in pros- 
perous times? To what extent are they more unpredictable during 
depressions? 

8. Multiplier II relates to the ratio of the flow of income to the rate 
of investment: 

a) If the leakages are one-fourth, how much added income will 
result from a given added lump of investment of $1,000? 

b) How will the level of income be affected by an increase in the 
annual rate of investment by $1,000? 

g, Why did Keynes think that the public’s marginal propensity to 
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consume is stable? How does this belief affect his conclusions 
about the behavior of savings? 

10. Can you trace the manner in which a shrinkage in the rate of 
investment must affect the level of income? 

11. Why is it correct to say that changes in the rate of investment 
cause little change in the income level in a country having a high 
marginal propensity to save? 

12. Suppose that the marginal propensity to save is high. What does 
this mean about the rate of investment necessary to maintain a 
given level of income? 

13. Is it clear that the multiplying effect of expenditure is the same 
whether it is made for investment or consumption? 



28 


The Rate of Interest and the Price Level 


Because of the manner in which modern monetary systems 
are set up, with bank credit comprising the main part of the supply 
of effective money, it is inevitable that the rate of interest should 
occupy a strategic place in monetary theory. In the quantity 
theoi-y approach, changes in the discount rate provide the means 
of converting a change in the supply of standard money into a 
corresponding change in the quantity of bank credit. In the 
income approach, it is the interest rate that is the determinant of 
the cost of expanding industrial output and incomes. In almost 
all plans for exercising monetary control, the discount rate plays 
an important part. 

It would be presumptuous in the limited space that can be 
taken here to pretend to analyze with any completeness or with 
any high degree of exactness the factors that determine the rate 
of interest. The explanation of the long-term interest rate has 
properly been the subject of long and careful study in the field 
of general economic theory. It is appropriate here merely to 
mention the more generally accepted explanations arrived at by 
the economic theorists and to examine the more strictly monetary 
aspects of the interest rate. 

The Equilibrium Rate of Interest 

Under any given circumstances, there is some rate of interest 
at which all money savings will be demanded for investment. 
Such a rate of interest, which equalizes money saving and invest- 
ment, is known as the equilibrium, or natural rate. It is con- 
venient to differentiate between an equilibrium rate of interest 
that tends to equalize the rate of saving and investment in the 

4 8 9 
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long run, that is, the rate that tends to keep the level of saving 
and investment equalized over a long period, and the short-run 
equilibrium rate, which equalizes money saving and investment 
during different stages of the business cycle. 

The long-run equilibrium rate. The long-run equilibrium 
rate of interest tends to be relatively stable. Like any other price, 
it is determined by the forces of supply and demand. The supply 
of capital available for investment in the long run is the result of 
voluntary saving by income receivers who, for various motives, 
choose to refrain from spending on consumption all of their cur- 
rent income. At some point the saving of added amounts becomes 
irksome, and to overcome this irksomeness of saving the marginal 
units of capital, some reward must be offered. This necessaiy 
reward is the ‘'supply price” of capital, for without it the supply 
of savings needed to satisfy the demand would not be forthcoming. 
Because of the greater irksomeness of saving increased amounts, 
greater rewards, in the form of higher interest rates, are required 
to obtain an increased volume of current savings under given 
conditions. 

The demand for capital rests primarily with the businessmen 
who anticipate that new investment in capital can be made to 
yield a net return . 1 Because of the operation of the law of dimin- 
ishing productivity, added amounts of capital used by businessmen 
will have smaller and smaller marginal products, other things 
remaining equal. Beyond a certain point, therefore, businessmen 
will expand their use of capital only when they can get it at lower 
rates of interest. That rate of interest which equalizes the long- 
run rate of saving and investment is the long-run equilibrium 
rate. 

The short-run equilibrium interest rate. The short-run equi- 
librium rate of interest is one that will bring into equality the 
short-run or current money savings and current investment. In 
contrast to the relative stability of the long-run equilibrium rate 
of interest, the short-run equilibrium rate tends to be highly un- 
stable . 2 The instability in the short-run or cyclical equilibrium 

1 This statement disregards the place of consumer borrowing that must be added 
to business borrowing to make up the total demand for savings. In times of war, 
the borrowings of the government may quite overshadow the capital demands of 
business, 

2 It is well to remember that our discussion of long-run and short-run equilibrium 
rates of interest does not refer to the difference between the interest rate on long- 



AND THE PRICE LEVEL 


49 i 


rate of interest arises not so much from fluctuations in the volume 
of saving, which Keynes properly points out as responding pri- 
marily to changes in the level of money incomes, as from changes 
in the willingness of entrepreneurs to invest in capital goods. 
The changes in profit expectations that occur in the different stages 
of the business cycle, therefore, -may properly be credited with the 
responsibility for the instability of the short-run equilibrium 
interest rate. 

Whenever the actual or market rate of interest diverges from 
the equilibrium rate, disturbances appear in the economic struc- 
ture. When the market rate is below the equilibrium rate, in- 
vestment expands beyond current money savings, and money in- 
comes, places, and output tend to rise. Whenever the market 
rate is above the ‘equilibrium rate of interest, investment falls 
below saving, and money incomes, prices, and output fall. The 
explanation of cyclical movements in business activity, therefore, 
would seem to demand an inquiry into why the market rate and 
the short-run equilibrium rate of interest fail to coincide. We 
have already suggested that the short-run equilibrium rate is 
highly unstable during the different stages of the business cycle. 
It is enough for our purpose to recognize this instability without 
attempting to probe deeply into the nonmonetary causes that lie 
behind it. The general causes behind cyclical fluctuations in 
business expectations are the subject of specialized study in busi- 
ness-cycle literature and are beyond the scope of a study of mone- 
tary theory. It is desirable, however, to inquire into the forces 
that determine the market rate of interest and the reasons why it 
fails to equal the equilibrium rate. 

The Market Rate of Interest 

Before examining the general principles behind the determina- 
tion of the market rate of interest, it is well for us to remember 
that in reality there are a multitude of market rates, each ap- 
plicable to loans of a different degree of risk and of a different 
maturity. These rates are maintained in an appropriate although 

term and short-term loans. The loan market, *U any given time, contains a number 
o£ different subdivisions within which fall loans of different maturities. These loans 
are arranged according to the requirements of borrowers and lenders. The rate 
of interest generally is lower for short- than for long-matimng loans because of their 
liquidity to the lender and their inferior advantages to the borrowers. 
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by no means a fixed relation to each other in the light of existing 
borrowers and lenders. If short-term rates become too high in 
comparison to long-term rates, some individuals will borrow at 
long term and lend short. The opposite will occur if short-term 
rates become too low. This will be discussed further on page 506 
following. What we say about the market rate of interest, there- 
fore, applies to the general behavior of these separate, individual 
rates. 

The market demand for investment funds. Under any given 
set of circumstances, the demand for investment funds may be 
represented by the conventional demand curves shown in Chart 
2g. The demand for funds by entrepreneurs reflects the demand 
for capital goods. Because capital responds to the law of dimin- 
ishing returns or diminishing productivity, larger amounts will be 
put to use, other things being equal, only at lower rates of interest. 
The absolute amounts of capital which entrepreneurs will require 
at any given schedule of interest rates depends upon the expecta- 
tions of general productivity of new capital to its owners. Thus, 



CiiARr 23. Tiie Demand for Investment Funds. 

when new inventions, new supplies of natural resources, or a 
growing population characterizes the period, the general level of 
productivity of capital increases and is indicated on the chart by 
moving the demand curve to the right. Thus, D'D' indicates an 
increase in the attractiveness of new investment. But of vastly 
greater importance in explaining the cyclical changes in the loca- 
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tion of the demand curve is the fluctuation in profit expectations. 
During the upswing of business, profit expectations from new in- 
vestment are high, and the demand curve for capital moves sharply 
to the right. During the downswing, expectations of profits from 
new investment fall sharply, and the demand curve moves to the 
left ( D”D "). Contributing heavily to these changes in the location 
of the demand curve for investment funds are, of course, changing 
levels of prices. Regardless of the originating cause of changes 
in profit expectations, once the cyclical movement begins, accom- 
panying changes in prices accentuate the change in profit expecta- 
tions and cause the movement to become cumulatively greater. 
The forces operating to cause violent and sudden changes in the 
demand for capital are the same ones responsible for changes in 
the equilibrium rate. 

The market supply of investment funds . The amount of funds 
offered for investment during any given period is not a fixed 
amount but varies with the rate of interest. The supply curve of 
investment funds, therefore, resembles any other supply curve in 
that it slopes upward and to the right, as is shown in Chart 24. 

The primary source of investment funds is the money savings 
of income receivers. These funds, however, are not necessarily 
offered for investment regardless of the interest rate. On the 
contrary, a low rate of interest will reduce the willingness of savers 
to lend or invest their funds. Like any person having an existing 
supply of something that may be offered or withheld, the savers 
of money have their “reservation prices.” If the rate of interest 
is high, they are encouraged to lend or invest a larger volume of 
their savings than if the interest rate were low. Three separate 
reasons help to explain why savers may refrain from lending or 
investing their funds at low rates of interest. First, any lending 
or investing of funds involves a certain amount of cost and trouble. 
Unless the promised or expected rate of return is in excess of the 
cost of making and administering the investment, savers are better 
off if they simply hoard their savings in cash and avoid investment 
altogether. Second, in most private investment there is some 
degree of risk of loss of income or principal. Unless, therefore, 
the expected returns over the cost of making and administering 
the loans are sufficient to compensate for the risk, savers will prefer 
to hoard rather than to invest their cash savings. Finally, there is 
the question of the future interest rate. Even though the ruling 
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interest rate is high enough to cover risk and cost oi administia- 
tion, savers will still refrain from long-term lending if they believe 
that the interest rate is likely to rise in the near future. The 
reason for this is not hard to see. Whenever the saver believes 
that the cost of waiting (that is, of going without the interest that 
could be earned by lending at the current rate) is less than the 
gain to be derived from the increased interest rate, he will prefer 
to hold his money idle until interest rates rise. The strength of 
this motive for postponing investment will depend upon (1) the 
difference between the current and the expected interest rate; 
and (2) the length of time before the increased rate of interest is 
expected to become a reality. Thus, if the expected rise is small, 
or if the interval of waiting is expected to be long, the motive to 
postpone lending is small. 8 This tendency of savers to hold out 
for higher rates of interest partially explains the positive slope of 
the supply curve of loanable funds. 

In our present economic society, equipped with a modern and 
flexible banking system, the sources of new loanable funds are not 
limited to those saved by income receivers. Within the limits 
set by their available reserves, banks can expand their loans and 
investments by creating demand deposits. The banks are actu- 
ated by motives which closely resemble those of individual saver- 
lenders. First, unless the rate of interest is high enough to cover 



Chart 24. The Supply of Investment Funds 


s This is what Keynes calls the “speculative motive” for holding cash, Cf. his 
General Theory of Employment^ New York, Harcourt, Brace & Co., 1936, pp. 170-171, 
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the administration costs and risk, they will not expand their loans 
and deposits. Second, although not particularly influenced by 
the expectation of higher interest rates in making short-term loans, 
hanks cannot be oblivious to the dangers of loss on bond invest- 
ments that result from rising interest rates. This risk of loss on 
long-term investments explains why an increase in the volume of 
bank reserves sometimes results in very low rates of interest on 
short-term loans while leaving the market rate on long-term loans 
but little affected. 

The general shape of the supply curve for loanable funds is 
influenced by risk factors, administrative costs, and the prospective 
interest rate. The location of the supply curve is determined by 
the supply of loanable funds made available by saver's (current 
and past) and the banking system. Referring to Chart 24, if 
rising incomes lead to increased saving, the supply curve moves to 
the right ( S'S '). Falling incomes, on the other hand, lead to re- 
duced savings and cause the supply curve to move to the left ( S"$" ). 
A rise in bank reserves, increasing the ability of banks to expand 
loans and investments, helps to move the supply curve to the right, 
whereas a shrinkage in reserves has the opposite result. Hence, 
the import of gold, the purchase of bonds by the central bank, or a 
reduction in the central bank rediscount rate that cheapens the 
cost to banks of expanding reserves tends to move the supply curve 
of loanable funds to the right. An export of gold, the sale of se- 
curities by the central bank, or a rise in the central bank rediscount 
rate tends to reduce the ability and willingness to lend and hence 
causes the supply curve to move to the left. 

The market rate of interest . Following the familiar supply 
and demand analysis, it appears that the market rale of interest 
for any given type of loan is fixed at the point of intersection of 
the supply and demand curves as shown in Chart 25. If the 
demand for loanable funds is small, owing to a worsening of busi- 
ness prospects, the intersection of the supply and demand curves 
will be at a low rate of interest. At this low rate, however, some 
savers may prefer to hoard their cash savings. Reduced demand 
for short-term loans and the danger of loss on bond investments 
may prevent banks from expanding their loans to counteract the 
hoarding of savers. Savings thus accumulate as idle hoards be- 
cause of the impossibility, under the circumstances, of bringing 
the market rate of interest down to the level where all money 
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savings will be taken for investment. Attempts to lower the 
market rate usually take the form of enlarging the volume of bank 
reserves by appropriate central bank or other monetary policy. 
Such action may succeed in encouraging an expansion of money 
investment (and thus in offsetting the hoarding practiced by savers) 
through the encouragement of short-term investment in current 
capital goods by businessmen on the basis of commercial bank 
loans, and through the purchase of bonds by banks. But when 
the demand for new capital is very much reduced (for example, 
the equilibrium rate of interest may fall to zero in times of acute 
depression), it becomes impossible to force the market rate down 
to the equilibrium rate. 



Chart 25, The Dei trauma ijon of the Market 
Rale of Interest* 

On the other hand, when business prospects improve, the de- 
mand curve for loanable funds is shifted to the right. In such a 
case, the equilibrium rate of interest, which would balance money 
savings against investment in capital goods, tends to rise. Al- 
though the market rate, in such a case, may rise sufficiently to call 
into use all of the current money savings, it is not likely to rise to 
the point where such savings satisfy the demand for funds. The 
rising rate of interest will result in the appearance of new funds 
in the investment market. First, the improved market rate of 
interest will call out of hoarding the idle cash representing old 
savings which were not invested. Furthermore, if the banking 
system is well supplied with excess reserves, it will respond readily 
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to the increased demand by expanding its loans and its deposits. 
The willingness of banks to lend at rates below the equilibrium 
rate further stimulates investment both in short-term form 
through commercial loans and in long-term form through the 
expansion of bank loans to speculators and others purchasing 
securities. 

Deviation of the market rate from the natural rate: corrections . 
Economic analysis of the equilibrium type proceeds on the assump- 
tion that disturbances to equilibrium set into operation automatic 
corrective forces. Can this same assumption be applied to a situa- 
tion in which the market rate of interest has departed from the 
equilibrium or natural rate? Let us suppose that, because of an 
increased quantity of money, the market rate of interest falls 
below the natural or equilibrium rate, new investment increases, 
bank credit expands, and prices rise. To restore balance, one of 
two things must happen: the market rate of interest may rise, or 
the equilibrium rate of interest may fall. 

A decline in the equilibrium rate of interest requires either an 
expansion in the volume of saving or a decline in the earning 
capacity of new capital. But neither of these changes will result 
directly from the lowered market rate of interest. On the con- 
trary, saving is discouraged, and wind-fall profits, which result 
from the expansion in investment and credit, tend to increase 
rather than decrease the desire to invest. Of special importance 
is the effect of rising prices on profits, -which overshadows, for a 
time at least, the tendency toward diminishing productivity of 
the increased supply of capital. The equilibrium rate of interest, 
therefore, tends to become higher instead of lower, so that an 
early restoration of equality between the market and equilibrium 
rates can hardly be expected to occur because of a fall in the 
equilibrium rate . 4 * * * * * Nevertheless, there will ultimately appear 
forces that do tend to lower the equilibrium rate of interest. 
First, the rate of saving will increase as incomes rise under the 
impact of the increased rate of investment. Second, the expanded 
rate of investment eventually bears fruit in the form of a con- 


4 Cf. Wicksell, Knut, Interest and Prices , London, Macmillan & Co., Ltd., 1936, 

PP* 93~ 10 L where he holds that any permanent fall in the market rate of interest 

tends to cause an unlimited and continuous rise in prices. He holds that any 

restoration of equality between the market and the "natural” rates of interest 

probably must depend mainly upon a rise in the market rate. For a like view, also 

see his Lectures on Political Economy , London, G, Routledge & Sons, 1935, Vol. II, 

PP* 198 - 195 - 
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stantly expanding capacity to produce finished goods, which in 
turn weakens the advance in prices. When this fact is coupled 
with the growing inefficiency and waste so common during boom 
periods, profit margins shrink and the advantages of new invest- 
ment decline. 

Other adjustments tending to equalize the market and the equi- 
librium rates of interest appear in the form of changes in the 
market rate. The expansion phase, assumed to have been 
brought about by a market rate of interest below the equilibrium 
rate, leads to a gradual exhaustion of the excess reserves of the 
banking system. More reserves are required to support the in- 
creased volume of deposits, and some drain of reserve cash into 
circulation occurs. If an international gold standard is in oper- 
ation, an expansion in credit and a rise in domestic prices may 
cause an export of gold. 

During some periods of expansion, a shortage in bank reserves 
and a rise in the market rate of interest clearly operate to restore 
equality between the market and the equilibrium rates. On the 
other hand, some periods of prosperity are terminated more be- 
cause of industrial dislocations causing a decline in profit pros- 
pects and therefore in the equilibrium rate of interest than because 
of tight money. 

The preceding discussion has dealt with the effects of a market 
rate of interest that is below the equilibrium rate. Perhaps it is 
appropriate to call attention to the opposite effects that one may 
expect when the market rate is higher than the equilibirum rate. 
In such a case, saving outruns investment, and prices, incomes, 
and business activity decline. The worsening of profit prospects 
accentuates the difference between the market and the equilib- 
rium rates so that the condition of business becomes cumulatively 
worse. If the market rate of interest can be reduced sharply by 
appropriate monetary policy, a correction may be achieved; for 
if the long-term market rate can be reduced below ihe equilib- 
rium rate, the descending spiral of deflation will be broken. But 
in times of acute depression, capital may have a marginal product 
of zero or less. Then no recovery can be had without a rise in 
the equilibrium rate. But, the using up of inventory stocks may 
have progressed to the point where new short-term investment 
again becomes necessary. Prices may cease falling; old capital 
becomes obsolescent and worn out while new forms of greater 
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productivity appear; depression shrinks incomes to the point 
where the rate of saving is curtailed. Gradually, therefore, there 
emerge forces that operate to raise the equilibrium rate of interest. 
In the meantime, the market rate tends to decline as depression 
causes excess reserves to accumulate in the banking system. 

The equilibrium rate and economic equilibrium . The original 
use of the term natural rate of interest implied not only that it 
resulted in an equality between saving and investment but also 
that it represented an equilibrium rate providing the best possible 
conditions in the economic world. So long as the market rate 
was maintained equal to the natural rate, prices would presum- 
ably be stable, fluctuations in business activity would be avoided, 
and there would exist full employment of the factors of produc- 
tion* Furthermore, the term natural rate gives the impression 
of fixity and stability. 

As we saw in the preceding analysis, the short-run natural or 
equilibrium rate is highly unstable because it fluctuates with 
business expectations. It is high during periods of prosperity 
and low during depressions. It is affected by the changes in the 
level of incomes which accompany prosperity and depression. 
Therefore, such an equilibrium rate, which establishes an equality 
between saving and investment under any given circumstances of 
income and business expectations, can by no means be said to be 
in the basic sense an equilibrium rate around which the market 
rate fluctuates and to which it constantly tends to return . 5 More- 
over, the idea that an equality between the market and the natural 
rates of interest would not only abolish fluctuations in business 
but also would provide full employment is open to criticism, A 
rate of interest that equalizes current saving and investment 
merely stabilizes business activity at its existing level. If the level 
of activity is one of less than full employment of the factors of 
production, the equilibrium rate would merely perpetuate it. 

But if the short-run equilibrium rate is merely one that would 
perpetuate the existing level of money incomes, cannot more be 
be said for the long-run equilibrium rate? Such a rate, if 


5 D ( H. Robertson refers to the natuial rate at any given time as a quasi-equU 
librium rate. For an illuminating discussion of the relation between the market 
and the natural rates, see his "Industrial Fluctuation and the Natural Rate of Inter- 
est/’ Economic Journal , December, 1934, reprinted in his Essays in Monetary Theory , 
London, P. S. King 8 c Son, Ltd., 1940, 



THE RATE OF INTEREST 


jr oo 

achieved, would over a long period of time bring savings and in- 
vestment into equality. In such a case, would not cyclical fluc- 
tuations then be but deviations from the normal trend of full 
employment? Mr. Keynes suggests that such need not be in fact 
the case . 6 For example, modern economic society when fully 
employed might find itself saving a larger fraction of its money 
income than can find outlet in capital investment at acceptable 
rates of interest, “Economic maturity/' in the form of disappear- 
ing frontiers of natural resources, and stable population may limit 
the investment opportunities at home while economic nationalism 
and war may prevent sizable outlets abroad. In such a case, the 
excess of money savings over investment will force down incomes, 
prices, output, and employment until money savings just equal 
money investment. Equilibrium, therefore, is achieved at a low 
level of employment, and chronic stagnadon becomes unavoidable 
without government spending to bolster new investment. The 
long-run equilibrium rate of interest that promises to promote full 
employment, therefore, is one that will cause to be invested all' 
of the money savings that appear under conditions of full employ- 
ment. The avoidance of “secular stagnation” in modern society, 
dependent solely upon private investment, requires a long-run 
market rate of interest equal to this long-run equilibrium rate. 

The Relation of the Discount Rate to the Price Level 

In the preceding section we examined the relation between the 
general pattern of market rates of interest and the price level. 
Whenever the general market rate differs from the equilibrium 
rate, changes occur in the level of investment, business activity, 
and prices. But it is insufficient to establish an explanation of 
business and price changes in terms of the general market interest 
rate. Monetary changes have a direct influence mainly upon the 
rate of interest charged by banks. This means that it must be 
largely through changes in the short-term interest rate that central 
bank policy and changes in the quantity of standard money can 
influence the level of business activity and prices. 

The necessity for a satisfactory explanation of the effect of the 
short-term loan rate, or discount rate, upon business activity may 
be clearly seen in connection with two common monetary prob- 

6 CL his General Theory of Employment , pp. 307-309. 
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lems. For instance, to explain the operation of the international 
gold standard, it is helpful to show that gold movements put in 
motion forces that shortly lead to such adjustments and correc- 
tions in the balance of payments as to check the flow of gold. If 
gold moves into a country because of a favorable balance of pay- 
ments, prices and business activity must expand enough to in- 
crease imports and check the inflow of gold. But the direct effect 
of spending the proceeds of such gold imports may be small. Only 
when there is an expansion of bank credit upon this new gold will 
the full effect upon prices be felt. Without some stimulating 
effect from a fall in the discount rate, this expansion of bank credit 
will not occur. Another example of the need for demonstrating 
a connection between the discount rate and the price level is 
found in attempts to stabilize business and prices through mone- 
tary and banking policy. Such policy operates by affecting the 
size of bank reserves, and this in turn influences the short-term 
loan rate of the banks. 

Methods of approach. Two methods of approach may be used 
to attack the problem of the relation of the discount rate to busi- 
ness activity and prices. First, one may seek to discover reasons 
for believing that changes in the short-term interest rates will 
encourage or discourage investment. Bank loans of the tradi- 
tional, self-liquidating type are made to enable borrowers to ex- 
pand their stogks of liquid capital goods. Therefore, changes in 
the discount rate may influence the volume of investment in such 
short-term capital. Second, the effect of the discount rate on 
investment and business activity may be traced through its in- 
fluence on long-term interest rates. 

The effect of changes in the discount rate on marginal business 
undertakings. Perhaps the explanation most commonly advanced 
is simply that changes in the discount rate change the willingness 
of businessmen to borrow funds for business purposes. A higher 
rate diminishes the advantages of borrowing, and a lower rate 
makes borrowing more profitable. Because many business under- 
takings are marginal in nature, a change in rate will tip the bal- 
ance in one direction or the other. The limitation of this form 
of explanation lies in the failure to designate which part of the 
economic structure responds to changes in the discount rate. 

The influence of the discount rate on speculation. An attempt 
at greater realism takes the form of relating changes of the dis- 
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count rate to speculation. A decrease in the discount rate en- 
courages speculative borrowing and an increased rate discourages 
it. The sequence following an increase in the quantity of stand- 
ard money might be said to be: (i) the decline in the rate on 
short-term loans, particularly in the central money markets; (2) a 
stimulation of the speculative markets; (3) the rise in prices of 
securities and the appearance of new issues; and (4) the rise in 
consumers’ incomes as a result of an expansion in investment. 7 
Coupled with this may be an increase in commercial borrowing, 
if the temper of business is favorable to expansion. Moreover, 
unless absorbed readily by an expansion in speculative and com- 
mercial loans, excess reserves may induce the banks to purchase 
securities and thus increase their price. This development en- 
courages new security issues and the expansion of investment. 

On the other hand, a reduction in the size of bank reserves tends 
to cause a rise in the discount rates for speculative and commercial 
borrowing and thus reduces the profitableness of such borrowing. 
Moreover, the banks will exercise greater caution than before, 
refusing outright to make new loans involving greater risks and 
pressing some borrowers for repayment. In this manner, changes 
in the lending standards of the banks supplement the effects of 
changes in the discount rate. 

Does a rise in the discount rate restrain speculative and com- 
mercial borrowing ? One may criticize the view that changes in 
the discount rate will influence sufficiently the volume of specu- 
lative and commercial borrowing to induce marked changes in 
business activity and the price level. For example, it is improb- 
able that a reduction in short-term interest rates from, let us say, 
5 per cent to 4 per cent would be of any great significance in deter- 
mining whether or not the scale of operations of a business enter- 
prise should be expanded. The interest on short-term loans can 
hardly constitute a very large part of the total production costs of 
the average industrial firm. If one assumes that the ratio of fixed 
lo current capital of a firm is one to one, and that one-half of the 
current capital represents bank loans (a liberal estimate), only 
one-fourth of the total capital is exposed to the change in the dis- 
count rate. A decline in the rate from 5 per cent to 4 per cent 


T Cl Edie, Lionel D„ Money, Bank Credit, and Prices, New York, Harper & Bros., 
1928, pp. 203-204. Also see Marshall, Alfred, “Evidence Before the Gold and Silver’ 
Commission,'’ Official Papers , London, Macmillan & Co„ Ltd., pp, 48-49. 
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reduces the cost of obtaining current capital by one-tenth and the 
average cost of the total capital by only one-twentieth. If this 
change in capital costs be averaged in with other operating costs, 
the net effect upon the manager's decision as to the desirability 
of expansion seems unlikely to be decisive . 8 * * A similar question 
may be raised in respect to the assumption that a change in the 
rate of interest charged on stock market loans will lead to any 
marked expansion or contraction of such loans. A bullish market 
will respond favorably to a lower rate but is unlikely to feel much 
restraint horn a modest increase. On the other hand, a bearish 
market will receive little stimulation from a lowered interest rate. 

Of greater importance than changes in the discount rate may 
be the difference in treatment of the 11 ‘fringe of unsatisfied bor- 
rowers,” to use Keynes’ expression. When reserves are plentiful, 
such borrowers receive more favorable attention as bankers adopt 
a more lenient attitude. When reserves are scarce, the “unsatisfied 
borrowers” become more numerous as bankers tighten their credit 
requirements. A considerable variation in the volume of bank 
credit may occur, therefore, regardless of the response of business- 
men to the discount rate. 

Haw trey’s explanation of the operation of the discount rate . 
Hawtrey seeks to explain the effect of changes of the discount rate 
upon business activity and the price level by concentrating atten- 
tion on the segment of the business community that he believes to 
be most exposed to changes in the cost of short-term borrowing. 
He concedes that manufacturers in general are relatively insen- 
sitive to changes in the discount rate. But this insensitivity does 
not extend to the wholesale dealer. In comparison with the value 
of the inventory of merchandise that he carries, the wholesaler’s 
profit margin is small. Moreover, these stocks of goods are largely 
carried with borrowed funds. Because of the smallness of his 
profits in comparison with the volume of borrowed funds required 
to carry his inventory, the wholesaler’s costs are vitally affected by 
changes in the short-term loan rate. 

The wholesaler requires a substantial inventory for convenience 
in meeting customers’ requirements, but the size of this inven- 


8 Of. Ebersole, J. I\, “The Influence o£ Interest Rates upon Entrepreneurial De- 

risions, 1 ’ summarized in the American Economic Review, March 1938, Supplement, 

pp. 74-75. Also see Lutz, F. A., “The Interest Rate and Investment in a Dynamic 

Economy/’ American Economic Review, December 1945. 
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Lory is not rigid, and it may be varied somewhat with changes in 
the cost of carrying it. Some inconvenience may seem preferable 
to incurring higher costs. An increase in the short-term interest 
rate will reduce the profitableness of carrying existing stocks and 
cause the middleman to postpone or reduce the scale of his pur- 
chases. A reduction in new orders by the middleman has an 
immediate effect upon the manufacturer’s scale of output and his 
need for bank credit. The wholesaler, or middleman, can, with- 
out serious inconvenience, permit a considerable shrinkage in the 
size of his stocks. Hawtrey believes that a sharp increase in the 
discount rate may even overcome the effect of prospective profits 
growing out of rising prices. To profit from rising prices, mer- 
chants must hold goods longer than normal and are thus exposed 
to a certain increase in costs in order to obtain an uncertain, spec- 
ulative gain . 9 Hawtrey likewise believes that security dealers, 
buying and selling on a narrow and uncertain margin, are espe- 
cially exposed in changes in short-term money rates. 

To summarize Hawtrey ’s view, changes in the volume of money 
affect the size of bank reserves, which in turn causes changes in 
short-term interest rates. Wholesalers and other middlemen 
change the volume of their investment in merchandise in response 
to changes in the short-term interest rates. Changes in the volume 
of current purchases of merchandise by middlemen cause changes 
in the volume of output of industrial firms. The result is a 
change in consumers* incomes and outlay and in the price level. 
Hawtrey by no means denies that changes in the long-term interest 
rate influence the volume of long-term investment, and through 
it, incomes and prices. But he is interested in showing how 
changes in the discount rate can affect the volume of business ac- 
tivity in a relatively short space of time . 10 


» Hawtrey’s line of reasoning need not necessarily be limited to wholesale dealers 
and middlemen, but is applicable to any person who holds goods. Cf. Sayers, R. S., 
Modern Banking , London, Oxford University Pi'ess, 1938, p. 148. 

10 Lor a statement of Hawtrey’s position, see his Currency and Credit , New York, 
Longmans, Green & Co., 1928, 3rd ed„ pp. 24-27, and his Good and Bad Trade , 
London, Constable 8c Co., Ltd., 1913, pp. 61-^3. To support his contention that 
middlemen are especially exposed to changes in interest rates, Hawtrey cites data 
given in Professor M. T. Copeland’s Principles of Merchandising, New York, A. W. 
Shaw Co., 1924. In the wholesale grocery trade, gross profits on sales amounted to 
between 11 and 12 per cent, net profit varied between 4 and 6 per cent, and interest 
paid amounted to between 1.5 to 1.7 per cent of sales. In the wholesale drug 
business, gross profits were 17 per cent of sales, net profits were between 0.7 and 
1.1 per cent, and interest paid was between 1.9 and 3,4 per cent. In wholesale dry 
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Keynes' explanation of the effect of the discount rate . Keynes’ 
explanation of the effect of the discount rate on the price level is 
somewhat different from those which we have been examining. 
First, he held that changes in the rate of interest charged by the 
banks on short-term loans induce corresponding though somewhat 
smaller changes in the long-term interest rate, Second, changes 
in the long-term interest rate mean a change in the rate of interest 
at which the income from durable goods and securities will be 
capitalized. Thus, an increase in the discount rate will cause a 
rise in long-term interest rates, which in turn causes a fall in the 
capitalized value of income-producing property. 

The demand pi-ice of capital goods depends upon (1) the antic- 
ipated net yield; and (2) the rate of interest at which this an- 
ticipated yield is capitalized. An increase in the discount rate 
of 1 per cent should cause a rise in the long-term interest rate by 
at least one-eighth of one per cent. This in turn should cause an 
average fall of per cent in the price of new fixed capital goods. 
Because of the ease of postponing the purchase of capital goods, a 
modest decline in their value must discourage their purchase and 
production. Particularly, Keynes held, will sudden shifts in the 
long-term rate of interest vary the ability of underwriters and bor- 
rowers to sell securities whenever such changes are expected to be 
temporary. Only when the rise in the market rate of interest is 
counterbalanced by an equal rise in anticipated earnings from 
capital (which might occur if prices are rising) would the higher 
interest rates fail to cause a fall in the price of new fixed 
capital. 11 

Keynes’ view, therefore, is that a change in the discount rate is 
reflected in the change in long-term interest rates. This in turn 
(1) affects the price level of capital goods; and (2) changes the rate 
of new investment. A rise in the rate of interest discourages in- 
vestment; savings become greater than investment; and consumers’ 
incomes, employment, and prices of consumers’ goods fall. A de- 
cline in the rate of interest causes just the opposite results. 


goods, gross profits were 17 per cent of sales, net profits were 1 per cent, and interest 
paid was 2.8 per cent. In wholesale automotive equipment, gross profits were 24.9 
per cent of sales, net profits were 1.5 per cent, and interest paid was 2 per cent. 
Therefore, he argues, ,any change in short-term interest rates will easily influence 
the size of net profits. Art of Central Banking, New York, Longmans, Green 8c Co., 
1932, pp. 367-371. For a criticism of this view, see Lutz, op. cit . 

11 Keynes, J. M., Treatise , Vol. I, pp. 200-209. 
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Keynes believed that the main response to a change in the long- 
term or bond rate of interest will occur in the building, transport, 
and public utility industries rather than in manufacturing. The 
effects are accentuated, moreover, by the reaction of underwriters 
who accept new issues freely if security prices are rising (the bond 
rate falling) and refuse new issues, even though borrowers may 
be willing to pay higher interest rates, if security places are fall- 
ing , 12 Only when the long-term or bond rate of interest rises 
above or falls below the “natural” rate, of course, will it cause 
changes in the rate of investment and in the price level. He did 
not claim, however, that changes in the bank rate can cause any 
instantaneous adjustment in investment and the price level. 

Keynes agreed that changes in the short-tenn interest rates may 
influence somewhat the volume of investment in working capital 
and liquid merchandise stocks. Unlike Hawtrey, he did not be- 
lieve that the volume of investment in working capital directly 
responds to changes in the discount rates. Instead, he believed 
that because short-term interest rates influence long-term rates, 
changes in short-term rates arouse expectations of price changes 
and thereby induce changes in investment in short-term capital. 
Furthermore, he held that bankers relax their credit require- 
ments in times of easy money and lend to borrowers whose loan 
applications would be rejected if interest rates were high and 
money scarce. 

The validity of Keynes’ explanation rests upon the assumption 
that changes in the short-term interest rate are accompanied by 
changes in the same direction, though not necessarily of the same 
magnitude, in long-term interest rates. It is necessary, therefore, 
to examine the correctness of this assumption. 

The connection betiueen short - and long-term interest rates. 
It is reasonable to suppose that there is some connection between 
short-term and long-term interest rates, since to some extent both 
borrowers and lenders may switch from one type of loan to the 
other. For example, if short-term interest rates fall, there will be 
a tendency for (1) some individuals to borrow at short term and 
lend long (by the purchase of securities) and for others to (2) post- 
pone new long-term borrowing by the substitution of temporary 
short-term borrowing. Furthermore, banks, insurance com- 


12 Treatise , Vol II, pp. 364 and 368-369. 
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panies, and other lenders may tend to change the proportion oi' 
their short- to long-term loans by increasing the relative volume 
of their bond holdings. The result of these various changes must 
cause some fall in the long-term or bond rate of interest. Con- 
versely, if short-term rates rise, greater pressure will be felt on 
borrowing at long term, and the profitableness of borrowing short 
and lending long will be lessened. The result will be some in- 
crease in long-term rates. 13 

The similarity of movement of long - a?ul short-term interest 
rates . The similarity, both in time and direction, between the 
movements of short- and long-term interest i~ates is well known. 
Keynes cited Rieflers findings that all important changes in short- 
term interest rates between 1919 and 1928 were reflected in 
changes in bond yields. 14 Keynes believed that only rarely can 
there be a shift in short-term interest rates without some corre- 
sponding movement in bond yields. It is not necessary or even 
probable that changes in bond yields will be of the same magni- 
tude as changes in the short-term interest rates. In fact, he found 
that a change of short-term rates of 1 per cent is commonly accom- 
panied by an approximate change of one-quarter of 1 per cent 
in long-term rates. 15 

A comparison of Hawtrey’s and Keynes' positions . Hawtrey 
holds that changes in short-term interest rates directly influence 
the volume of short-term investment in merchandise stocks by 
wholesalers and other middlemen. In this way he finds a direct 
and almost immediate connection between the discount rate and 


is cf, Reifler, W. W., Money Rates and Money Markets in the United States, New 
York, Harper & Bros., 1930, Chapter VI. Also see Hawtrey, R. G., The Art of 
Central Banking, pp. 379-384, and Keynes, Treatise , Vol. II, Chapter 37. 

14 Reifler, op. cit ,, pp. 117 and 123. Hawtrey is unimpressed by Keynes’ statistical 
evidence showing an interrelation between short- and long-term interest rates. 
See his Art of Central Banking, p. 378, and his A Century of Bank Rate , London, 
Longmans, Green & Co., Ltd,, 1938, pp. 158, 168, and 185. 

1 5 A later study of the relation between short- and long-term interest rates can 
be found in F. R. Macaulay’s Movements of Interest Rates , Bond Yields, and Stock 
Prices in the United States Since 1856, New York, National Bureau of Economic 
Research, 1938, Appendix A, He estimated the time lags in four series comprised 
of call money rates, commercial paper rates, American railroad bond yields, and 
A.merican railroad stock prices. He found that the high point in call money rates 
preceded the high point in commercial paper rates by two months, the high point 
in the yield on railroad bonds by four months, and the low point in stocks by five 
months, On the other hand, the low point in call money rates preceded the low 
in commercial paper rates by two months, the low in bond yields by six months, 
and the high in railroad stock prices by nine months, Pp> 219-221. 
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the forces affecting the price level. In Keynes’ view, the influence 
of the discount rate is roundabout and the consequences more 
remote. As an instrument of credit policy, the discount rate 
therefore holds more promise under Hawtrey’s view than under 
Keynes’. According to Hawtrey, the response of middleinen to 
changes in discount rates is rapid, and time is the very essence of 
credit control. Once an expansion or contraction in consumers’ 
income and outlay develops, it is cumulative. To be successful, 
therefore, credit control must operate promptly to break the 
vicious circle and start the movement of investment and prices 
in the desired direction. 16 

Criticisms of the Interest Rate as an Economic Regulator 

The interest rate, impersonally applied, has many obvious merits 
as a regulator of economic activity. A particular advantage lies 
in its freedom from the more objectionable, discriminatory fea- 
tures of the so-called selective controls designed to restrict or stim- 
ulate particular spheres of economic activity. Nevertheless there 
is sharp criticism of the rate of interest as an economic regulator. 
The criticisms fall under three main heads: 

x. Changes in the rate of interest are too slow and roundabout 
in their effect on the rate of investment. 

2. The rate of interest has, in practice, little or no influence over 
the rate of investment. 

3. Changes in the rate of interest, even though effective, are 
inappropriate means of economic control. 

The first two types of criticism stem from the belief that the 
rates of interest charged by commercial banks can hardly be 
changed enough to cause a substantial modification in borrowing. 
Put in another way, it is held that the aggregate demand for bank 
loans is unresponsive to changes in the interest rate. We have 
already indicated some reasons to support this view. Investment, 
it is argued, responds mainly to changes in profit prospects rather 
than to changes in the rate of interest. Especially is this true 
when capital goods are short-lived and where capital costs are not 
large in comparison to total costs of production. 

Slow and moderate consequences of changes in the interest rate . 
Those who hold the view that interest rate changes affect business 


16 Art of Central Banking , pp. 383-384. 
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activity but moderately and belatedly do not deny that the rate 
of interest can and does set, an approximate limit to desirable in- 
vestment under any given level of profit prospects. Marginal 
profit expectations from investment must exceed interest cost 
whether funds are to be borrowed or arise out of savings of the 
business firm itself. But changes in marginal profit expectations 
arising from income and price level changes may be much more 
potent determinants of the rate of investment than are changes in 
the rate of interest within practicable limits. Holders of this 
moderate view would agree with Keynes that changes in the com- 
mercial bank rate work mainly through long-term interest rates. 
Long-term rate changes, in turn, work theii influence mainly by 
modifying the capitalized value of investments in the heavy indus- 
tries having relatively long-lived capital. Thus the building, 
transport, and public utility industries would be the ones most sen- 
sitive to changes in the rate of interest. The important question 
is the extent to which changes in investments of these limited types 
will influence the level of general business activity. 

The rate of investment not affected by the interest rate . The 
more extreme view that interest rate changes can have no influence 
on the rate of investment derives from the belief that businessmen 
compare the costs of expansion with the profit expectations on an 
average rather than upon a marginal basis. In such a case, so 
long as average returns promise to exceed average total costs by an 
acceptable margin, expansion and investment will take place. 
When average costs are used as a basis of policy the added interest 
cost ascribable to additional investment has little significance. 
This view finds support in the well-known absence of business 
information about marginal costs and the resulting tendency to 
resort to some form of average costs as a basis for entrepreneurial 
decisions. 

Availability of bank credit and the rate of interest . Even 
though one accepts the view that changes in the rate of interest 
have little direct influence on the investment decisions of business- 
men, there still are reasons to believe that control over the avail- 
ability of bank reserves can play an important part in regulating 
the flow of investment. For example, a scarcity of bank reserves 
not only tends to cause banks to charge higher rates of interest but 
also tends to cause them to restrict the volume of their lending 
activities. Banks do not rely on high interest rates alone to 
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reduce borrowing when reserves are scarce. At such times they 
pick and choose among the potential borrowers and accommodate 
those of the best standing. A tight reserve position reduces the 
willingness of banks to lend with a resulting increase in the 
“fringe of unsatisfied borrowers .’ 1 In other words the banks ra- 
tion their limited lending power and the rise in interest rates is 
quite as much an accompaniment as a cause of credit restraint. 
On the other hand, when banks have adequate reserves not only 
do they lower interest rates but also they adopt a more lenient 
loan policy. Clearly this leaves a powerful weapon of control in 
the hands of the central bank regardless of the response of business 
borrowers to changes in the rate of interest. 

A similar point may be i*aised concerning the opportunities to 
obtain longer-term funds through the security market. A l'ise in 
short-term rates tends to make investment bankers less willing to 
undertake new security underwriting, not only because it increases 
the cost of carrying the inventory of unsold securities but, more 
important, because of the danger of a fall in security prices. Thus 
the short-term interest rate changes cause changes in the oppor- 
tunity to obtain funds from the long-term capital market. 

Inappropriateness of the interest rate as an instrument of con - 
troL Professor Hansen has taken the position that even though 
high interest rates might restrain credit expansion and business 
activity, their influence is through the wrong channels. For ex- 
ample, to check a boom, correction is needed in speculative move- 
ments in securities and inventories. But speculation is little af- 
fected by higher interest rates. Instead, high interest rates strike 
hardest at ordinary basic business operations. There is the dan- 
ger, therefore, that the use of high interest rates and tight money 
to check a boom may place such heavy burdens upon business 
operations that a severe depression may follow the heading off of 
the boom. For this reason he prefers controls of the selective 
sort that can be directed against the particular area where specu- 
lative movements are developing. Thus he believes that margin 
requirements on stock market loans, restrictions on inventory 
accumulations for speculative purposes, and control over consumer 
credit provide superior methods of imposing restraint . 17 He is 


17 Hansen, Alvin H., Economic Policy and Pull Employment , McGraw-Hill Book 
Go., 1947, Chapter XII. 
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joined in his preference for selective controls by those who hold 
to the view that interest rates are entirely ineffectual in regulating 
economic activity . 18 

It is easy to understand Hansen’s concern that a tight money 
policy may be overdone and precipitate a collapse of business in- 
stead of bringing about the desired stability. One cannot doubt 
that speculators are often insensitive to any possible effect of higher 
interest rates on their borrowings, and bankers can hardly be ex- 
pected to discriminate against speculator borrowers with good 
credit standing even though money is tight. But it is hard to con- 
ceive of any type of control, selective or otherwise, whose use will 
not carry the threat of business reversal, for our economic proc- 
esses, as everyone knows, tend to move up or down, to expand or 
contract, rather than to become stable at any given level. Con- 
sequently, unless one is resigned to continuous expansion and in- 
flation, and is willing to take the chance, obviously slim, that a 
collapse will not follow sooner or later, the responsibility and risk 
of some decline in business activity as a result of restrictive action 
must always be faced. This emphasizes the importance of careful, 
but timely and positive action in the exercise of credit policy. It 
also points up the great need for the availability of supplementary 
aid to credit policy in the form of well-managed fiscal policy. It 
does not, however, establish the case that selective controls are 
benign and quantitative credit controls are bad. In fact, a strong 
case remains for quantitative controls (changes in the availability 
of credit and the interest rate) as the hard core of central bank 
credit policy. Contrary to a frequent assumption, even specula- 
tive activities, in the stock market or in commodities and inven- 
tories, are not necessarily completely unresponsive to changes in 
the interest rate. To be sure, no one is foolish enough to believe 
that the rate of interest charged on loans to speculators can be 
raised enough to overcome the profits anticipated from a substan- 
tial rise in security or commodity prices. But, rational specula- 
tors, watching trends in prices and business activity, must take 
note of a tightening of the money market. For, granted that 
tight money will necessarily check the general advance of business 
activity, speculative prospects will fall with a rise in interest rates. 


18 cf. WalHch, Henry C., "The Changing Significance of the Interest Rate/’ 
American Economic Review, December 1946. 
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The responsiveness of inventory accumulations to business pros- 
pects was eloquently indicated during the first half of 1949. 

In the areas where tight money is not likely to influence the 
expansion of credit, selective controls have an important place. 
Thus the stock market, affected as it is by the judgment of many 
nonprofessional speculators, seems especially well suited for the 
application of selective controls such as margin requirements. 
Similarly, the decisions of consumer credit borrowers appear pretty 
well insulated from the effects of changes in interest rates. Con- 
sequently a case for selective controls over consumer credit seems 
reasonably strong. But any attempt to substitute selective con- 
trols for over-all restraint through changes in the price and avail- 
ability of credit would certainly tend greatly to increase the area 
of bureaucratic control over private business decisions. In con- 
trast, the use of quantitative controls, or the “shot-gun” method, 
as critics would say, has the merit of being impersonal and noil- 
discriminatory in nature. As such, it can be exercised and de- 
fended on the grounds of public interest against political pressure 
groups. 


Questions for Study 

1. Why is credit policy inevitably concerned with the rate of interest? 

2. What is the meaning of the short-run equilibrium rate of interest? 

3. Examine Chart 23. Why does the demand curve for loan funds 
slope downward and to the right? 

4. What effect would each of the following have upon the location 
of the demand curve for loan funds: 

a) A rise in the general price level? 

b) The appearance of a popular, costly, and durable consumers’ 
good? 

c) A decline in profit expectations? 

5. Examine Chart 24. Suppose current savings are $1 billion. Why 
will the supply curve representing those savings slope up and to 
the right? Why will a curve representing the supply of loan funds 
provided by banks have a similar slope? 

6. Suppose savings of $ 1 billion will not be taken by borrowers unless 
the interest rate is 3 per cent. 

a) What is the equilibrium rate of interest? 

b) Why might the market rate settle at 4 per cent? 

c) In such a case what consequences might be expected? 
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7. How will an increase in bank reserves tend to affect the location 
of the supply curve for loan funds? 

8. Do you see: a) how a shift in the demand curve to the right will 
raise the equilibrium rate of interest? b) how a shift of the supply 
curve to the right through the expansion of bank reserves may 
result in a fall in the market rate of interest below the equilibrium 
rate? 

9. Do you understand why the market rate and the equilibrium rate 
of interest may be slow in coming together* when once separated? 

10. Do you see why the long-run equilibrium rate of interest, that 
equalizes long-run saving and investment, may become very low 
with full employment? What danger to employment may arise 
from this fact? 

1 1, Contrast the Hawtrey and Keynes explanations of the connection 
between the cost of bank credit and the rate of business activity. 

12. What are three main objections to reliance upon interest rate 
policy as a regulator of economic activity? 

13. Is there an effective answer to those who claim that interest costs 
are inconsequential to business and hence are ineffective as devices 
of control? 

14. What are selective controls? Where is their use most desirable? 
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The Value of Gold Money 


S O FAR IN OUR DISCUSSION OF THE CAUSES DETERMINING THE VALUE 

of money, our analysis has dealt with the supply of and the 
demand for pure money without reference to whether or not it 
has any commodity value. In other words, we have concentrated 
our attention upon the purely monetary forces that operate upon 
the value of money. Our analysis, therefore, is quite as applicable 
to fiat or inconvertible paper money as to money having com- 
modity value. Because of the historical importance of gold in 
the world’s monetary systems, it is desirable that we examine the 
forces that determine the value of gold money. Fundamentally, 
the value of gold within the monetary system is determined by 
the already familiar factors determining the value of any money. 
Nevertheless, there operates upon the value of gold money an- 
other set of forces that do not enter into the determination of the 
value of inconvertible paper money, namely, the cost of produc- 
tion of gold and its nonmonetary demand. 

The equality of the money value and bullion value of gold . 
The value of gold money must equal the value of the bullion that 
composes it. This restriction necessarily arises from the privi- 
lege, which exists under the gold standard, of freely converting 
gold bullion into money and money into bullion. It makes no 
real difference whether the actual coinage of gold is permitted, 
or whether paper money representatives are issued against gold 
held in bullion form. There is, of course, a small cost involved 
in converting gold from one form to the other, either in the cost 
of waiting or as direct charges sometimes made by the govern- 
ment. Owing to these costs, a slight discrepancy between the 
values of gold money and gold bullion may exist, but the differ- 
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ence is normally too small to be significant . 1 Because of this 
interrelation between the monetary and the bullion forms of gold, 
it is necessary that we examine the forces operating to determine 
the value of gold in both uses. 

The relation betiueen the cost of gold and its value. Like other 
products of the extractive industries, gold is produced under 
conditions of increasing cost. This means that, under any given 
conditions, an increase in the output will raise the costs of pro- 
duction. 
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Chart 26. Annual World Output of Gold and the Changes in the Index of iiie 
Wholes \le Price Level in the United States. 


Before examining the relation between the value of gold and 
its cost of production, we should note two characteristics of the 
supply of gold that tend to modify that relationship. The first 
is the speculative nature of gold mining, which has attracted many 
prospectors and producers who have operated at a loss in the hope 
of some day striking it rich. The second is the durability of 

1 The shift of gold from one form to the other generally appears as a diversion 
of a greater or less part of the current gold output into one use or the other. 
Seldom is there much actual shifting of old gold stocks from one category to the 
other. However, after 1931, a very considerable volume of gold was dishoarded by 
India and found its way into the world's monetary systems. 
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gold, causing the supply to represent the accumulated production 
of many years. The supply of gold available at any one time is, 
therefore, but remotely related to the current rate of gold output. 
But, as in the case of other commodities produced under condi- 
tions of increasing cost, there is necessarily a tendency toward 
equality between the value of gold and its marginal cost, which 
asserts itself even in relatively short periods. For example, when 
the price level rises, the cost of producing gold measured in cur- 
rent prices rises also. Since under the gold standard the statutory 
price of gold is fixed ($35 per fine ounce in the United States), 
the rising marginal dollar costs of gold production will meet the 
statutory price of gold at a lower output than before. A falling 
price level, on the other hand, brings with it declining marginal 
costs of producing gold and permits a larger output before the 
marginal costs meet the statutory price. Therefore, at any given 
price level, the output of gold is adjusted to the point where mar- 
ginal costs of its production equal its value. 

A fall in the costs of gold mining due to new discoveries or im- 
proved production methods will tend to establish a new long-run 
equilibrium that will reflect the new cost conditions. The im- 
mediate effect will simply be an expansion in current output. 
Because the value of gold will be but little affected at first by the 
increased output, the reduced cost of mining will not cause any 
appreciable reduction in the value of gold. But the increased 
output will gradually modify the total supply, and, unless offset 
by growing demand, the value of gold must fall. The new point 
of long-run equilibrium will tend to be reached when the current 
gold output is just absorbed by the demand for this output. 

It should be apparent, therefore, that the fundamental supply 
factor, the cost of production of gold, is very slow in establishing 
anything resembling a long-run equilibrium in the value of gold. 
Explanations of the value of money based upon the cost of pro- 
duction of gold are, therefore, of little short-run use, for only over 
long periods of time do production costs make themselves felt. 

The supply of gold for monetary uses . Unlike other com- 
modities, gold is demanded both for its want-satisfying capacity 
as a commodity and for its purchasing power as money. It fol- 
lows that the value of gold is affected by both uses. The non- 
monetary demand for gold is of two types: that arising from use 
in industry and the arts, and that arising from hoarding. The 
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first use requires 110 particular explanation save to note that the 
industrial demand for gold tends to be elastic — that is, the amount 
used responds readily to changes in the relative value of gold — 
and that it is subject to absolute changes with variations in style, 
business conditions, and economic well-being. 2 

Demands for hoarding arise primarily in the Orient, with India, 
that great sinkhole of precious metals, taking the bulk of the 
hoarded gold. Once it is hoarded, gold is seldom brought to 
light again into the monetary systems of the world. The inflow 
of gold into Oriental hoards does not raise prices and automati- 
cally shut itself off, for the gold does not become a part of the 
money system of the importing country. Nevertheless, the de- 
preciation of the British pound in terms of gold after it became 
inconvertible in September, 1931, did result in a very substantial 
volume of dishoarding by India. 

Since both the monetary and the nonmonetary demands for 
gold operate on a common supply of newly mined gold, any rela- 
tive increase in the demand for one use tends to divert a larger 
part of the new supply into that use. In a very real sense, there- 
fore, the new gold that becomes available for monetary uses is 
dependent on the pressure exerted by the nonmonetary uses of 
gold, and it expands and contracts as the nonmonetary demand 
declines and increases. This is the reason for the interest in the 
nonmonetary demand for gold exhibited by students of the prob- 
lem of long-run price stability in the days of the international 
gold standard. 

A relative increase in the monetary demand for gold, leading 
to falling commodity prices and a rising value of monetary gold, 
acts to divert a larger part of the newly mined gold into monetary 
channels. To the extent that the nonmonetary demand is elastic, 
the diversion from nonmonetary lo monetary uses may be quite 
substantial. This elasticity adds to the relative stability of the 
monetary value of gold in the face of fluctuations in monetary 
demand. 

The monetary demand for gold . Let us first assume that all 
money is specie or paper money representatives of specie, and 


2 See Edie, Lionel D., Money, Bank Credit , and Prices , New York, Harper & Btos., 
1928, Chapter XIII, for a careful analysis of the nonmonetary demand for gold. 
Also see the Interim Report , 1930, of the Gold Delegation of the Financial Com- 
mittee, League of Nations. 
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that there is no credit money. Under these simple conditions, 
it is easily seen that the demand for money impinges directly upon 
the supply of monetary gold and fixes its value. But this is an 
unreal simplification of the question. Under the gold standard 
in actual practice, monetai~y gold is lodged in the reserves of the 
banking system, and the media of exchange that actually feel the 
impact of monetary demand consist of bank checking accounts 
and bank notes. 

The effect of monetary demand on the value of gold when 
credit money comprises the media of exchange: fixed reserve ratios . 
To explain the manner in which monetary demand affects the 
value of gold when currency in use is made up of paper money 
and bank credit, let us assume that a fixed ratio is constantly main- 
tained between the volume of paper money and bank credit and 
the volume of gold itself. This ratio, determined by custom or 
law, is, of course, the reserve ratio of the banking system. Now 
let us suppose that the demand for money increases. With no 
change in the supply of credit money, the result must be a rise 
in the value of such money or a fall in the level of prices expressed 
in terms of it. But because credit money may be freely converted 
into gold and gold into credit money, any change in the value of 
the latter must necessarily bring about an equal change in the 
value of gold money. Similarly, a fall in the demand for money 
that lowers the value of credit money must likewise cause an 
equal lowering of the value of gold. 

The effect of monetary demand on the value of gold token credit 
money comprises the media of exchange: flexible reserve ratios . 
The above analysis is based upon the assumption that a rigid rela- 
tionship exists between the volume of monetary gold and the 
volume of credit money. Put in another way, it assumes that the 
banking system is constantly "loaned up” to the limit set by the 
available gold reserves and the customary or legal reserve require- 
ments. But in actual fact, this is not always true. There fre- 
quently exists in the banking system a very sizable amount of 
reserves in excess of minimum requirements. These excess re- 
serves are generally held by the central bank and form the basis 
for its advances to the commercial banks. Because of this situ- 
ation, an increase in the demand for money is normally paralleled 
by a corresponding increase in credit money. In this way, an in- 
crease in the demand for money will fail to cause an increase in 
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its value. This highly desirable result is the basis for the belief 
that bank credit should be "elastic” and respond to the "needs 
of business.” 

Unfortunately, this elasticity in the supply o£ credit money may 
entail a volume of money in excess of the basic economic require- 
ments for a stable price level and a stable value of money. Busi- 
nessmen’s attempts to expand their available capital by resorting 
to borrowing at the banks sometimes result in an excessive quan- 
tity of credit money, so that the value of money falls instead of 
rising in the face of an increased demand. This occurs during 
periods of boom or price inflation. 

During periods of declining industrial output and declining 
trade, the supply of bank credit money tends to shrink, so that 
the value of money does not fall in the face of a declining demand 
for it. Because the supply of this credit money results from the 
lending and investing operations of the banks, such money some- 
times tends to shrink faster than does the demand for money. 
The results are a rising value of money and a falling price level. 

To summarize, if the proportion of gold reserves to credit 
money is a fixed one, any change in the demand for money will 
immediately cause a coiTesponding change in the value of money, 
both gold and its credit substitutes. But when the proportion 
between the volume of gold reserves and credit money is not 
rigidly fixed, changes in the demand for money may be accom- 
panied by changes in the* supply of credit money. When the 
forces operating to change the supply of credit money cause it to 
vary by an amount greater than that necessary to meet the varying 
demand, the value of money may fall in the face of a rising demand 
or may rise in the face of a shrinking demand. This situation 
characterizes booms and depressions. The tendency for money 
to overexpand during periods of good business and to overcontract 
during times of bad business is what is meant by the “perverse 
elasticity” of credit money and is the basis of much of the criticism 
of the behavior of our present monetary and banking system. 

The Quantity Theory versus the Bullionist Theory of the 
Value of Money 

A comparison of the quantity theory with the bullionist ap - 
* proach . At this point it is well to recognize the existence of two 
rather extreme views that arc sometimes held in respect to the 
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causes underlying and determining the value of money. One 
view stresses the point that money, as such, possesses a value that 
is not dependent upon any intrinsic worth of the substance from 
which it is made; that, rather, it derives its value from the fact 
that it is useful in making purchases and paying debts. For ex- 
ample, the State in establishing a certain monetary standard gives 
it the quality of acceptability by making it legal tender and by 
receiving it in payment of taxes . 3 Even without formal sanction 
by the State, certain objects that in themselves have little if any 
intrinsic value sometimes acquire the social sanction of custom 
and thus become valuable as money. According to this view, 
money is acceptable because of law or custom, and the value of 
any particular unit of money depends upon the quantity of money 
available to perform the money work. This is the essence of the 
quantity theory of money, which in one form or another is very 
generally accepted by economists today. 

On the other hand, there is a school of thought which takes an 
almost opposite view. Its adherents believe that money derives 
its value neither from the sanction of the State nor from its mone- 
tary uses. Instead they hold that money is simply a commodity, 
and that its value, like that of any other commodity, derives from 
its utility and its cost of production. It is different from other 
commodities mainly because it is unusually well supplied with the 
qualities that make it acceptable. This approach to the value of 
money is known as the commodity theory . Those who adhere 
to the particular variant of the commodity theory that has had 
the most influence in the United States are sometimes known as 
the Bullionists . 4 

The bullionist theory of money , 5 Starting from the position 
that money is simply a commodity whose value is derived in the 
same manner as any other commodity, the bullionists hold that 


* This is sometimes known as the “charte!” theory of; money. Cf. Ellis, Howard 
E., German Monetary Theoiy , Cambridge, Harvard University Press, 1934, pp, si, 
37-38. Money without commodity value, whether accepted because of law or cus- 
tom, is known as nominal money. 

4 = Ellis lists three shades of opinion among the commodity theories, namely: the 
supply and demand theory, represented by Helfterich; the marginal utility theory, 
represented by Mises and Wieser; and the metallists or bullionists, of which the 
best-known supporter in the United States was the late J. L. Laughlin. German 
Monetary Theory , pp. 59 et seq. ' 

6 For an excellent statement of the bullionist position, see Laughlin, J, L., A Ncxo 
Exposition of Money, Credit, and Prices , 1931, Vol. II, Chapters XX 1 V-XXVI. 
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the value of any standard monetary unit is derived from the value 
of that amount of the commodity contained in the unit. Accord- 
ing to this view, a dollar, which is 15%! grains of nine-tenths fine 
gold, is worth as much as the gold contained therein — no more 
and no less. It is the law of supply and demand operating upon 
gold bullion to determine its value that fixes the value of the 
monetary unit. 6 Starting from this view, the bullionists proceed 
to the following propositions: 

1. The value of all deposit currency and all paper money, 
whether government notes or bank notes, is derived directly from 
redemption in the standard money commodity. 

2. Because it derives its value from the redemption in com- 
modity money, credit money (deposits and notes) is valuable 
only so long as it is redeemable or has some prospect of future 
redemption. If ultimate redemption in bullion is no longer antic- 
ipated, it is valueless, since money in itself can have no value 
outside of its commodity value. 7 As evidence of this argument, 
bullionists cite the depreciation of the United States greenback 
in terms of gold bullion during the Civil War when the premium 
on gold rose and fell with the defeat or victory of the Union 
armies. 8 It should be noted, however, that the fluctuating price 
of gold did not accurately measure the changes in the value of 
greenbacks in terms of things other than gold. 9 

3. The value of money is not dependent upon its quantity. 
The bullionists admit that the value of monetary gold would be 
reduced by an increase in the supply of gold that lowered the 
value of gold bullion. The quantity of gold money itself, how- 
ever, does not affect the price level. The monetary demand for 
gold affects its value only by absorbing part of the supply and 
thus enhancing its commodity value. 

4. The pricing process is a comparison of the value of a unit 
of gold with the value of a unit of goods. Out of this compari- 
son, the price is fixed. Money is then put to use merely to effect 
the exchange. 

5. In no direct way can the volume of bank credit affect prices. 
Bank credit gets its value from the value of the bullion in which 
it is redeemable. After the prices are determined, bank credit 


0 This view is partially valid under the gold standard to the extent that the value 
of gold bullion, under free coinage, cannot deviate from the value of gold coin by 
more than the cost of converting it from one form to the other. 

7 This conception is, of course, directly opposed to the idea developed in the 
preceding section concerning the effect of the monetary demand for gold. 

3 Cf. Mitchell, W, C., Histony of Greenbacks - K Chicago, University of Chicago 
Press, 1903, pp. 187-238. 

9 Ibid., p. 245. 
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,inay be created for use as a medium of exchange. Bank credit, 
therefore, springs into existence after prices have been arrived 
at, and its volume is dependent upon the activity of business and 
the level of prices. The bullionist visualizes the causal relation 
moving from prices to bank credit. But because the banking 
system is able to create bank credit for use as a medium of ex 
change, the monetary requirements for gold are lessened, more 
gold is left for bullion uses, and its value is therefore less than 
it would be in the absence of bank credit. 

6. The volume of both credit and standard money responds 
to price movements and business activity. When a shortage of 
bank reserves develops, more reserves will be forthcoming, for 
higher interest rates attract specie from other areas and countries. 

7. Changes in the price level are largely due to changes in the 
cost of producing goods rather than to changes that affect gold. 

An evaluation of the b unionists. The bullionists find it dif- 
ficult to meet some of the attacks made upon them by the quantity 
theorists. Yet there is some merit in their argument that cyclical 
price increases arise from an increase in the value of commodities 
and result in bank credit expansion in sufficient amount to make 
the price increase possible. Certainly, at such times, the profit- 
ableness of owning goods rises sharply. The bullionist view, in 
the short run, is at least preferable to the bald view sometimes ad- 
vanced in the name of the quantity theory, that bank credit is 
created in proportion to the volume of bank reserves and is instru- 
mental in forcing prices up. On short-run grounds, therefore, the 
bullionist view of the relation of the volume of bank credit to 
the price level is undoubtedly superior to the simpler forms of the 
quantity theory. The attacks of the bullionists upon the quan- 
tity theory have contributed something to the modification of the 
position of the quantity theorists in respect to short-run price 
movements. 

The bullionists have failed, however, to establish their con- 
tention that paper money can have no value save that derived 
from its redemption in specie. Furthermore, they are unable to 
prove that the pricing process is simply one of comparing the 
value of commodities with the value of a unit of gold money. 
The latter position is especially weak in the light of experience 
with currency devaluation. For example, a strict application of 
this idea in 1933-1934, when the gold content of the dollar was 
being reduced by a little over 40 per cent, would have required an 
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immediate rise in commodity prices in terms of gold dollars by 
more than 60 per cent. 

There is much that is valid in their position in regard to the 
short-run relation between the quantity of money and the level 
of prices, yet their position on causes of long-run price changes 
is weak. The rather lame explanation that the level of com- 
modity prices is determined by the cost of production leaves en- 
tirely unanswered the question of what underlying forces deter- 
mine the money cost of the factors of production. It remains 
for the quantity theory to throw some light upon this problem. 


Questions for Study 

1. Examine Chart 26. What does it reveal about the response of gold 
mining to changes in the value of gold? 

2. Why does the value of gold respond slowly to changes in the cost of 
gold mining? Why does this tend to stabilize the value of gold? 

3. What factors determine the quantity of gold annually added to the 
monetary stock? 

4. Can it properly be said that the value of gold money iuusl reflect 
the demand for credit and paper money? Does this help to 
explain why the value of gold money (the price level) sometimes 
fluctuates so sharply? 

5. To what degree is it valid to believe that the commodity uses and 
value of gold determine its value as money in the United States? 

6. Who were the bullionists? How do they explain the value of 
paper and credit money? 

7. What valid attacks were made by the bullionists on the quantity 
theory assumption that the quantity of credit money is determined 
by the quantity of available reserves? 




Part VII 

Foreign Exchange and International Price 
Relationships 
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Foreign Exchange 


I INTERNATIONAL TRADE ON A PRIVATE BASIS SUFFERS MANY INTER- 

ruptions and modifications during wars. Normal trade routes are 
disrupted and abnormal demands for raw materials arise, which 
will not survive the return to peace. Governments, seeking to 
purchase on the most favorable terms possible, by-pass private im- 
porters and embark on programs of state trading. The shortages 
and urgent requirements of war necessitate strong measures of 
control over the foreign exchange markets to insure that scarce 
foreign exchange is utilized for the maximum benefit to the war 
effort. Under such conditions the peacetime free-inarket pattern 
of trade and foreign exchange largely is supplanted by one domi- 
nated by government controls. At the end of hostilities one 
might expect a gradual return to the prewar peacetime pattern. 
But the disruptions of the last war were so enormous that a return 
to anything like a free foreign exchange market of the prewar 
type appears to be indefinitely delayed if, indeed, it will ever be 
accomplished, Consequently, the reader must bear in mind that 
the following discussion of foreign exchange deals primarily with 
the behavior of a free exchange market of the prewar type. Gov- 
ernment participation in international trade, however, continues 
in the form of government trading, exchange control, and loans 
and grants-in-aid. These practices result both in a modification 
of the exchange-market operations and in a by-passing of the for- 
eign exchange mechanism by a major fraction of the commodities 
that move between countries in the postwar world. Nevertheless, 
a careful study of the mechanism of the foreign exchange market 
and how it operates will provide an important groundwork for 
understanding the basic principles involved. We shall proceed 
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therefore with an analysis based on the assumption, unreal at the 
present, that foreign trade is mainly carried out and financed by 
private enterprise through private channels. 

The Problem of Financing Foreign Trade 

Financing goods in transit . Regardless of whether or not the 
seller of goods extends credit, he normally must arrange to finance 
the shipment while it is in transit. Only when the foreign buyer 
pays cash in advance can the seller escape this burden, and such 
cases are rare. When no credit is extended to the buyer, financing 
the shipment involves only the burden of waiting for payment 
until the goods arrive and remittance is received in return. If 
the seller is in a strong enough financial position to wait during 
this interval, the foreign exchange banker’s function is not one 
of financing but merely that of a collection agency. If the ex- 
porter is not willing or able to wait the time necessary to collect 
the funds, he can call upon his bank for aid. This aid may take 
the form of a loan secured by the draft drawn on the buyer and 
the documents of title to goods shipped, or it may involve the pur- 
chase (or discount) of the draft itself. In either event, the bank 
advances the funds before the collections are actually realized 
from the export. 

Financing exports on credit . If the exporter agrees to sell on 
credit, in order to give the foreign buyer time to resell the goods 
before payment, his problem becomes more difficult. The time 
he must wait for payment is prolonged. Again he may resort to 
his bank for aid, either by borrowing or by discounting time drafts 
drawn on the foreign buyer. Exporting on credit is further com- 
plicated by the necessity for knowing the credit standing of the 
foreign buyer. 

The seller's protection . Whether the seller finances the export 
himself or relies upon the bank, he bears the risk, since he is 
legally liable as drawer of any drafts on the buyer which he dis- 
counts with his bank. Because of the difficulties involved in 
investigating the credit standing of foreign buyers, export credits 
are probably less generally extended upon open account than is 
the case in domestic trade. Exporters often keep control <over 
their goods until they are paid (cash sales), or until drafts drawn 
bn foreign buyers are accepted (credit sales). An exporter ships 
goods under an order bill of lading, which is a document of title, 
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and the buyer cannot obtain his goods until he gets possession of 
the bill of lading. The exporter draws a draft or bill of exchange 
on the buyer, ordering him to pay on sight or on a certain date. 
To this bill of exchange he attaches the bill of lading and forwards 
both through his bank to a foreign bank, which in turn presents 
the bill of exchange to the importer for payment or acceptance. 
Or, the exporter may sell the bill of exchange to his bank, which 
then handles # the transaction for itself. Instead of drawing di- 
rectly on the buyer, an exporter may demand the right to draw 
a bill of exchange against a well-known bank that has previously 
authorized the drawing by the issuing of a letter of credit and has 
agreed to accept the bill and pay it upon maturity. 

Foreign Bills of Exchange 

Nature and origin of foreign bills of exchange. A foreign bill 
of exchange is simply a draft drawn by someone in one country 
on someone in a foreign country payable in the foreign country's 
currency. It may be payable at sight or after the expiration of a 
certain time. It may be drawn on an individual, a business firm, 
or a bank by an individual, a business firm, or a bank. Sellers of 
goods who by their sales contract have agreed to receive payment 
in the currency of the buyer’s country draw foreign bills of ex- 
change either against the buyer or against the buyer’s bank under 
a letter of credit, Bankers in the United States draw drafts or 
bills of exchange against their deposits in foreign banks and sell 
these drafts to Americans having remittances to make abroad. 

Commercial bills of exchange. 1 Drafts drawn by exporters (or 
by others to whom foreign funds are due) are known as commer- 
cial bills of exchange , because they arise directly out of commercial 
transactions. Commercial bills may be classified according to: 
(1) the time they are to run; (2) the security; and (3) if secured, 
the terms under which the documents are to be released to the 
buyer. 

Commercial bills may be payable at sight or on time. If a bill 
is drawn in order to collect for services, there are no documents 
to attach, and the bill is therefore a clean bill. If it is drawn for 


1 Bills drawn by individuals upon other individuals are sometimes called “trade 
bills/’ with the term “commercial bills” reserved for those drawn by individuals 
on banks under letters of credit. Edwards, Geo. W,, International Trade Finance , 
New York, Henry Holt & Co., 1924, p, 46. 
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the sale of goods and the documents are attached, it is known as 
a documentary bill . If the credit of the importer is good, the 
bill may be marked “documentary acceptance,” meaning that he 
can get his documents entitling him to possession of the goods 
when he accepts the draft. Otherwise, the documents will be 
released only upon payment of the draft. Commercial bills drawn 
on banks under letters of credit are normally marked “documen- 
tary acceptance,” and entitle the drawee banks to possession of 
the documents on acceptance of the bills. 

Bankers' bills. Bills of exchange drawn by American banks 
on foreign banks are known as bankers' bills A These bills are of 
several different types. Those payable on demand are either 
sight drafts or cable transfers . Those payable on time are divided 
into short bills and long bills. 

Bankers’ bills may be drawn against balances in foreign banks 
and sold to persons having obligations to pay abroad. They may 
also be drawn against foreign banks for the purpose of obtaining 
funds in the drawee bank’s country. Such bills are known as 
finance or loan bills. 

Time bills. Time bills, both commercial and bankers’, ale 
sometimes classified into long and short bills. Sight bills and bills 
with maturities up to ten days are called short bills . The term 
long bills is applied to bills with maturities of at least two months . 2 3 

Use of bills of exchange in international settlements . We may, 
for convenience, think of foreign bills of exchange as having their 
origin in the transactions of American exporters who ship goods 
and draw drafts (on foreign buyers) ordering payment of the re- 
quired amount in foreign currency. The exporters would like 
to exchange these orders for American dollars. On the other 
hand, American importers with remittances to make desire to 
exchange their dollars for drafts calling for payment in foreign 
currencies. There are, of course, difficulties that prevent the 
exporter from selling his foreign bills of exchange directly to the 
importer. In addition to the physical difficulty of making con- 
tact, there is the question of size and maturities to consider, For- 

2 The term “bankers' bills” is sometimes used to include all bills drawn on 
bankers, whether by other banks or by individuals under letters of credit (which we 
have included under “commercial bills”). This usage applies particularly to the 
discount market. 

3 Spalding, W. F„ Foreign i Exchange and Foreign Bills , London, Sir Isaac Pitman 
& Sons, Ltd., 1932, pp, 94, 99. 
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eign exchange mei chants quite naturally developed as go-betweens 
for the buyers and sellers of foreign exchange. 

The foreign exchange bank stands ready to purchase foreign 
bills from the exporters or other commercial drawers at the cur- 
rent rate of exchange. It buys both sight and time bills. These 
bills are collected when due through a foreign branch or foreign 
correspondent, which credits the proceeds to the account of the 
American bank. It is against these collected lunds in foreign 
banks that the bank then drarvs the drafts or bankers 3 bills it sells 
to Americans wishing to remit abroad. 

The Rates of Exchange 

The meaning of foreign exchange rates . The rate of exchange 
on a foreign country is simply the price, in one’s own currency, 
of bills of exchange payable abroad in the foreign currency. Thus 
the rate of exchange on London is the price, here, in dollars, o£ 
a pound sterling draft. The price of bankers’ sight drafts for- 
merly was considered the * ‘basic rate” of exchange, and ordinarily, 
published quotations were for sight drafts of this sort. Today, 
however, the basic rate is generally quoted as the price of a cable 
transfer, which is somewhat higher than that of a sight draft or 
bill. 

Maturities of bills and the rate of exchange . The highest rate 
or price charged for a bill of exchange is for the cable transfer 
calling for immediate payment. The banker’s sight draft costs 
somewhat less because the banker in America has a double use of 
the money received from the buyer during the interval elapsing 
from the time the draft is sent across to the time it is collected. In 
contrast to the sale of a cable transfer, the sale of a sight draft 
enables the banker to obtain interest, at the foreign rate, for the 
time the bill is uncollected. Time drafts or future exchange 
drafts bring a still lower price than the sight drafts, the difference 
being determined by the interest rale and the time between the 
date of sale and the payment of the bill. 

Origin of the bill and the rate of exchange . Commercial bills, 
drawn by exporters, sell at a still lower price than bankers’ bills of 
similar maturities. The highest-priced commercial bills are sight 
bills drawn on well-known bankers under letters of credit. The 
price of such bills will be less than the price of bankers’ sight bills 
by the amount of the commission or profit which the foreign ex- 
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change banker requires. Bills drawn on commercial farms instead 
of on banks sell for still lower prices, since the element of risk is 
somewhat greater. 

Typical differences in rates for the several types of bills in the 
free prewar exchange market are shown in the following list of 
published closing sterling rates for April 10, 1936: 


Cable transfers $4.94^ 

Bankers' sight drafts 4,94 

Commercial sight drafts 4.94 

Seven-day grain bills 4.93^4 

Sixty-day bills 4.93 

Ninety-day bills 4.921/6 


Factors affecting the basic rates . The price of foreign bills, or 
the rate of exchange, depends fundamentally upon the forces of 
supply and demand. At any given time, the supply of commer- 
cial bills offered for sale in American foreign exchange centers 
depends upon the value of American exports (both visible and 
invisible), If the supply of such bills offered for sale is in excess 
of the demand for foreign bills on the part of Americans wishing 
to make remittances abroad, the price will fall. If the supply is 
relatively small, the price will rise. Thus, a favorable balance 
of indebtedness depresses the foreign exchange rate, whereas an 
unfavorable balance raises it. Whether the rates are high or low, 
the exchange banker endeavors to buy bills more cheaply than he 
sells them in order to preserve his margin of profit. 

Limits to exchange rate fluctuations: Gold points under the gold 
standard . Before the general collapse of the world gold standard 
in 1931, foreign exchange rates were closely tied to the mint par 
gold value of the respective currencies. Mint par relationships 
between currencies is determined by comparing the amount of 
gold into which each currency may be converted or by comparing 
the price of gold in the countries involved. 

Before England abandoned gold in 1931, the mint par of ex- 
change with the United States was $4.8665 =z £i* This meant 
that a banker owning a pound in England could, if necessary, con- 
vert it into gold and return the gold to the United States where 
it could be converted in turn into $4.8665. Therefore, at a time 
when United States exports (in the broad sense) exceeded imports, 
the resulting fall in the price of pound sterling bills of exchange 
could not exceed the cost involved in converting such bills into 
gold and the shipment of that gold to the United States. The cost 



FOREIGN EXCHANGE 


533 


of shipping (including packing, freight, insurance, loss of interest 
while in transit, etc.) was generally estimated at about two cents 
per pound. Hence bankers’ bills drawn on London would not 
fall below $4.8465. This price was called the gold import point 
and marked the lowest point to which the price of pound drafts 
could fall. Likewise, when American imports (in the broad sense) 
tended to exceed exports, and the price of sterling bills rose, the 
maximum price of such bills would not exceed mint par ($4.8665) 
plus the cost (about two cents) of shipping $4.8665 worth of gold 
to London for conversion into pounds. Consequently, the maxi- 
mum price of pound sterling bills would not exceed $4.8865, 
which was the gold export point. 

Limits to exchange rate fluctuations: Inconvertible paper cur- 
rencies . When a country’s currency is not convertible into a fixed 
amount of gold, there is no gold export point to limit the drop in 
the price of bills payable in that currency. The value of bills of 
exchange drawn on a paper standard country is determined pri- 
marily by the buying power of that currency at home as compared 
with the buying power of other currencies in their respective coun- 
tries. This is necessarily so because such bills cannot be con- 
verted into gold but must be utilized to buy commodities or serv- 
ices. If, for example, American exporters have bills of exchange 
drawn on English banks payable in paper pounds, they can be 
sold only to someone willing to purchase pounds with dollars. 
Fundamentally, the demand for pounds (barring speculative in- 
fluences) arises from the desire to purchase British goods. But 
pounds are worth buying only when, at the existing rate of ex- 
change, British goods can be purchased and returned to America 
to be sold at a profit. The rate of exchange that permits trade 
between countries to proceed in a normal fashion is sometimes 
called “purchasing power parity. 9 ’ If bills of exchange drawn on 
the paper standard country are too high in price to make their 
use profitable for obtaining goods for export from that country 
(including services, travel, and so forth), they must become 
cheaper. Normally the rate of exchange on a paper standard 
country must be such as to maintain a balance between its import 
and export items. 4 

4 “Import*’ and “export items” are used here to include both visible items (mer- 
chandise and specie) and invisible items, including shipping, insurance, security 
movements, interest on international indebtedness, foreign travel, and immigrant 
remittances. 
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Because paper currency exchange rates are not anchored to any 
gold parity, they are particularly exposed to speculative pressure. 
And since any breath of rumor is sufficient to start speculative 
movements, it is easy to see that financing of foreign trade under 
the circumstances becomes abnormally hazardous. To keep paper 
exchange rates free from speculative activities, it may be necessary 
for the central bank or the government to acquire sufficient foreign 
funds and credits to enable it to support the domestic exchange 
rates against bear raids of the speculators. This support is 
accomplished by the simple expedient of buying all domestic 
currency offered at what is considered a desirable rate, in exchange 
for bills on foreign countries. In this way exchange rates in paper 
standard countries may be given substantial stability. 

Limits to exchange rate fluctuations: Controlled rales . During 
and since World War II, we have become accustomed to seeing > 
a type of foreign exchange situation, made familiar by Germany 
in the 1930’s, in which there are neither the gold shipping point 
limits nor flexible exchange rates that tend to move toward an 
equilibrium level. This system is known as exchange control. 

It is characterized by (1) an entire lack of convertibility of the 
currency into gold; (2) the absence of exchange rate adjustment to 
provide equilibrium in the country’s balance of payments; and 
(3) a rigid control over the price of foreign exchange bills by gov- 
ernment interference in the market. Specifically, a certain 
"official rate” of exchange is established with another country by 
the government exchange control agency. All exporters are re- 
quired to sell their foreign bills of exchange to the control agency. 
All importers must purchase foreign exchange from it. If, undei 
the circumstances, the country’s balance of payments is favorable 
(export items exceed imports) the control agency will tend to 
accumulate foreign exchange abroad. This tendency, in itself, is 
no immediate cause of concern save for the possibility that it 
represents a waste of resources. But it becomes much more seri- 
ous whenever, at the official rate of exchange, a country’s balance 
of payments is unfavorable (import items exceed exports). Under 
these circumstances the supply of foreign exchange is inadequate 
to meet the demand of the importers. Since gold cannot be freely 
exported to meet the deficit, and a rise in foreign exchange rates 
is not to be allowed, the control agency is compelled to ration 
the limited supply of available foreign exchange according to 
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some estimate of the worthwhileness of the various possible im- 
ports. 

Arbitrage and Three-Cornered Exchange 

Arbitrage. A perplexing problem often arises in the student’s 
mind from the fact that foreign trade between two countries may 
be settled in terms of the currencies of either country (or, for that 
matter, of a third country). Americans exporting to England 
frequently draw drafts payable in sterling, and these create sterling 
exchange in New York. American importers purchase bankers’ 
bills drawn against the proceeds of such commercial bills. There 
is no assurance, however, that these will be equal, that all Ameri- 
can exportei's will draw drafts payable in pounds, or that all 
American importers will purchase pound sterling drafts. Indeed, 
it is possible to imagine a case where all exporters, regardless of 
which country they represent, sell only on terms permitting them 
to draw drafts on foreign buyers payable in the exporters’ cur- 
rency. Thus, American importers would be compelled to remit 
sterling drafts to pay for their imports, while English importers 
(to use the familiar New York-London illustration) would de- 
mand dollar drafts. Yet the English banks would receive no 
dollar commercial drafts with which to build up their dollar bal- 
ances, and American banks would receive no sterling commercial 
drafts with which to establish sterling balances. We might then 
be faced with the ridiculous situation where banks in each country 
would be shipping gold abroad to establish balances against which 
to draw drafts. 

It is here that the arbitrage operations of the foreign exchange 
dealers come into play. Let us suppose that, because of the un- 
willingness of both English and American exporters to take pay- 
ment in anything but their own currencies, foreign rates of ex- 
change in both New York and London are high. If sterling drafts 
sell in New York for $2.81, and dollar drafts sell in London at 
the rate of $2.79 per pound sterling, there is a great opportunity 
for profit through aibitrage transactions. A New York dealer, 
in communication with his London correspondent, orders the 
London correspondent to sell cable transfers payable in dollars 
at $2.79 per pound and to credit the pound sterling to his account. 
The New York dealer is thus able to obtain a pound sterling in 
London by paying out $2.79 in New York. He then sells pound 
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sterling cables in New York at $2.81 against his sterling account 
and realizes $.02 per pound, minus incidental costs, on each trans- 
action. This arbitrage operation will continue until the New 
York price of sterling exchange is so near the London price of 
dollar exchange that no profit remains. Thus, regardless of the 
terms of settlement that foreign traders may use, the rate of 
excnange is substantially the same in either country. 

Three-cornered exchange. To introduce a more realistic note 
into the foreign exchange discussion, it is necessary to consider 
the fact that international trade is not a simple two-sided matter 
between two countries but involves a multitude of transactions of 
different kinds among many countries. It is highly unlikely that 
the exchange of visible and invisible items between any pair of 
countries will be exactly equal. The United States may have an 
export excess to England, for example. England, however, may 
have export excesses to South American countries, while these 
countries in turn may have export excesses to the United States. 
Under these circumstances sterling bills will be cheap in New 
York, South American drafts will be cheap in London, while 
dollar drafts will be cheap in South America. In such a case the 
New York foreign exchange dealer would purchase cheap sterling 
drafts, utilize the proceeds to purchase cheap South American 
drafts in London, and use the South American funds to purchase 
cheap dollars. This procedure would continue until the rates of 
exchange became so adjusted as to yield no arbitrage profit. The 
value of drafts on London would, therefore, reflect not only the 
net excess of our exports to England, but also our net excess of 
imports from South America. 

If all international transactions were settled in terms of the 
currency of one country, the case would be simpler. Before 
World War I, the bulk of international trade was financed by the 
British banks. Exporters in the United States sold and drew 
drafts in terms of pound sterling. If South American countries 
bought from England, they agreed to pay in pound sterling. If 
Americans sold more to England than they bought, the excess of 
pound sterling exchange arising could always be used to pay for 
any imports from South America in excess of exports to it. Only 
when the United States showed a net excess in the value of exports 
to the whole world would the value of sterling exchange decline 
in New York. 
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Sale of Foreign Exchange by Inland Banks 

Banks located in cities where foreign exchange transactions are 
unimportant cannot afford to carry foreign balances. Any oc- 
casional commercial drafts drawn on foreign countries that are 
offered will therefore be handled through a city correspondent 
equipped for the task. If local customers desire to purchase for- 
eign exchange drafts from the inland bank, the bank sells drafts 
drawn on a foreign correspondent of the city bank. The city 
bank furnishes the proper blanks and notifies the inland bank of 
the rate it must pay for any drafts drawn. The inland bank, in 
turn, charges the local customer a rate high enough to cover its 
costs and its profit margin. The city bank bears the risk of a rise 
in the rate of exchange while its stated rate to the inland bank 
is in force. 


Seasonal Exchange Rate Changes 

Seasonal inequalities in trade: Short-term capital movements . 
Seasonal and irregular influences affect international as well as 
domestic trade. Consequently, even though the balance of pay- 
ments is in equilibrium on an annual basis, there will almost cer- 
tainly be times when temporary disequilibrium arises. For, at 
one season imports will exceed the exports, and the reverse will 
be true at another. Therefore, there will be a strong tendency 
for foreign exchange rates to rise during the period when imports 
are greater and for a fall in rates during the period or season when 
exports exceed imports. Under the gold standard the rates might 
move to the gold shipping point causing gold to be transferred 
back and forth on the merely temporary mission of settling sea- 
sonal inequalities in trade. This uneconomic practice was largely 
avoided by the movement of “short-term capital” from the country 
having the favorable balance to the country with the unfavorable 
balance. This means simply that the bankers who purchased the 
foreign bills arising from excessive exports did not reduce the 
price of such bills to the gold import point. Instead, they tempo- 
rarily lent the excess accumulations of foreign funds in the foreign 
money market. They were quite ready to do this because they 
were confident that in the near future the trade tide would turn 
and the resulting excess of imports would enable them to sell their 
bankers’ bills drawn against their accumulated foreign funds at 
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a profit, For example, when an excess of exports drove the old 
pound rate down to $4.85, the American banks that purchased 
pound bills at that price and held the proceeds invested in Lon- 
don, might later, when imports began to exceed exports, sell 
pound di^tfts for as much as $4.87 and thus realize an acceptable 
profit. In such a case the price of London bills remained within 
the gold points and no gold was shipped. 

Banks were willing and able to operate on a narrow margin of 
profit in the situation just described because of the protection 
against risk of sizable losses afforded by the existence of the gold- 
standard gold shipping points. With the breakdown of the inter- 
national gold standard, such short-term loans by banks in foreign 
money markets very largely disappeared. It is easy to see that with 
loss of convertibility into gold and the disappearance of the gold 
shipping points the risk attending the investment of short-term 
funds in foreign money markets was greatly increased. Conse- 
quently, seasonal fluctuations in foreign exchange rates between 
inconvertible currencies tend to be much greater than they were 
under the gold standard, Only intervention into the exchange 
market by some government agency that is able to assume the risks 
of exchange fluctuations will adequately smooth out seasonal 
changes in rates and the speculative movements that may arise out 
of or accompany them. 

Seasonal inequalities in trade : Forward exchange . With the 
disappearance of bankers’ loans in foreign money markets to offset 
seasonal inequalities in trade, there has developed an increased 
use of “forward exchange” transactions. An American exporter 1 
may expect to ship goods abroad at some future time, say, a month 
hence. If he wishes to know definitely what he will realize on 
drafts which he expects to draw, he goes to the foreign exchange 
dealer and sells foreign exchange for future delivery; that is, when 
the time comes to ship the goods and draw drafts against the ship- 
ment, he will be able to sell the drafts at a fixed price already 
agreed upon. The bank is able to assume the risk of fluctuations 
in exchange because of its superior knowledge of trends in ex- 
change rates and because of the possibility of hedging its purchase. 
It may hedge its.pmchase of future exchange by contracting to 
sell an equivalent amount of foreign exchange one month later 
to American importers. Similarly, a bank may contract to sell 
future exchange, at a given price, to importers needing it to pay 
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for expected imports and may hedge or protect itself against loss 
from a rise in exchange rates by purchasing current (spot) or 
future foreign exchange bills from exporters. Dealings in for- 
ward or future exchange assist in the reduction of exchange rate 
fluctuations arising from seasonal inequalities in trade since cur- 
rent excess supplies of foreign exchange may be bought and 
hedged against by sales of future exchange to importers in antic- 
ipation of the season when imports tend to exceed exports. Thus 
the foreign exchange dealer, by ridding himself of risk, can offer 
a better price for exchange during .seasons of excess exports than 
would be otherwise possible. 

Use of Letters of Credit and Bankers’ Acceptances 

Bank credit substituted for individual credit. Because of the 
superiority of drafts drawn by exporters on banks under letters 
of credit, such drafts have come to play an important part in the 
financing of foreign trade. This is particularly true of transac- 
tions in which the exporter grants credit to the foreign importer, 
The difficulty of obtaining credit information, as well as the longer 
credit terms often required, makes reliance upon the credit of a 
bank especially desirable . 5 

Bank credit is introduced into international trade finance 
through the use of the letter of credit and the banker’s acceptance. 
For example, if an American exporter wishes to sell to a foreign 
importer on six months’ credit, he may request the importer to 
furnish a banker’s letter of credit authorizing the drawing of drafts 
on the bank instead of upon the importer. Since the bank prom- 
ises to accept any drafts properly drawn under the terms of the 
sales agreement, the exporter obtains a banker’s acceptance instead 
of a draft on the importer. 

Letter of credit . The foreign importer who must obtain a 
letter of credit makes application to a bank satisfactory to the 
exporter. If the importer is a customer of such a bank, his ap- 
plication can, of course, be made directly. If he is not a customer 
of such a bank, he will make his application through his own 
banker. The bank to which application is made may be located 
in another city or even in another country. 

The application for a letter of credit is usually a formal docu- 


c Edwards, op. cit p. 39. 
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ment in -which the importer: (i) requests that the credit be issued 
or opened for a designated beneficiary; (2) describes the number, 
amount, and tenor of drafts to be drawn under the credit; (3) 
describes the bills of lading, insurance certificates, and other docu- 
ments, such as commercial and consular invoices, certificates of 
inspection, weight, and health, and custom house declarations; 
(4) describes the origin and destination of the shipment; (5) de- 
scribes the merchandise to be shipped; and (6) states the date of 
expiration of the credit. Further, the applicant must give the 
bank assurance that: (1) he will provide funds to meet the draft 
when due; (2) he will pay all expenses and the bank’s commission; 
(3) title to the goods will remain in the bank until it is reimbursed; 
and (4) the bank may take any necessary steps to protect itself 
against loss. 

If the bank is willing to issue the letter of credit, it proceeds 
to do so either by cable or by mail. If the credit is issued by 
cable, the bank instructs a certain correspondent bank in the 
exporter’s country to notify the exporter (or beneficiary) of the 
credit and the terms on which he may draw drafts thereunder. 
If notification is by mail, the letter of credit may be given to the 
importer, who sends it directly to the exporter. The letter of 
credit may contain an agreement by the issuing bank to honor 
drafts only when accompanied by stated documents. This is 
known as a documentary letter of credit. If it contains no men- 
tion of such requirements, it is known as a “clean credit.” If 
the issuing bank does not reserve the right to revoke the credit, 
the letter of credit is said to be irrevocable and cannot be canceled 
before the date of expiration. Such a credit can further be 
strengthened by being “confirmed” by the foreign bank, which 
notifies the beneficiary and undertakes to honor the drafts in 
case the issuing bank should fail to do so. So long as the terms 
of the credit are carried out, the importer cannot compel the 
issuing bank to cancel the credit on account of breaches in the 
sales contract by the beneficiary. If the letter of credit is rev- 
ocable, the issuing bank may reserve the right to revoke the credit 
without notice to the beneficiary. Such a credit is obviously of 
little value, is little used, and should not be classified as a letter 
of credit. In other cases revocable letters of credit may be revoked 
if the beneficiary is notified before he presents his drafts for nego- 
tiation. 
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Import and export letters of credit . In the preceding discus- 
sion we have assumed that the issuing bank is located in the im- 
porter’s country. Under those circumstances the bank is said to 
issue an “import letter o£ credit/ 1 Sometimes the exporter may 
desire to avoid exchange fluctuations. In this case the agreement 
may call for the furnishing of a letter of credit by a bank in the 
exporter's own country, entitling the exporter to draw drafts on 
it payable in his own country’s currency. The importer, through 
his bank, must arrange ior a letter of credit by a satisfactory bank 
in the exporter’s country. Such a letter is called an “export letter 
of credit.” 

Letters of credit for financing shipments between foreign coun- 
tries . Sometimes the exporter desires a letter of credit issued by 
a bank in a third country. If so, the importer must make proper 
arrangements with such a bank. For many years, British banks 
have engaged in the practice of issuing letters of credit to finance 
shipments between foreign countries. Since World War I, Amer- 
ican banks have also participated in such financing. The demand 
for this service arises out of the superiority of drafts drawn under 
such letters of credit over drafts drawn on banks in either the im- 
porting or the exporting country. The superiority of such drafts 
in the mind of the foreign traders may arise out of: (1) the greater 
stability of exchange rates on the issuing country; or (2) the better 
price at which such bills may be sold. Thus, during the postwar 
period, New York banks enjoyed the benefits of the undoubted 
prestige of the American dollar in a world of depreciated and un- 
certain paper currencies. The British banks long enjoyed the 
advantages of a world demand for pound sterling drafts, arising 
not only out of the need for sterling funds to pay for British ex- 
ports, but also from the fact that the highly developed discount 
market in London for the acceptances of British banks enabled 
foreign exporters to realise the highest possible amount through 
the discount of London drafts. 

The banker's acceptance. The next step in the financing of 
foreign trade follows the receipt of the letter of credit by the ex- 
porter for whose benefit it was issued. First, the merchandise 
must be properly shipped to the importer under an order bill of 
lading. The various documents needed must be attached to the 
bill of lading as evidence of proper quality and other conformance 
with contractual obligations of the sale. The exporter is now 






Chart 27. Financing an Import. 
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Chart 28. Financing an Export. 
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ready to draw a bill of exchange against the bank which issued 
the letter of credit. This bill of exchange or draft, with docu- 
ments attached, will then be sold to the exporter’s bank. The 
latter sends it to a correspondent bank in the vicinity of the 
bank on which the bill of exchange is drawn. The correspondent 
bank then presents the bill for “acceptance,” if a time bill, or for 
payment if it is payable on demand. The bank that first issued 
the letter of credit inspects the documents to see that everything 
is in order and then pays it if it is payable on demand, or accepts 
if it is a time bill. The banker’s acceptance resulting from the 
acceptance of a time bill may then be sold in the open market and 
the proceeds remitted back to the exporter’s bank. The process 
involved in the use of the commercial letter of credit and the 
banker’s acceptance may be traced through by examining Charts 
27 and 28. 


Questions for Study 

1. Draw up a rough sketch to show the steps by which an exporter 
extends credit on a sale and shipment of goods to a foreign buyer. 

2. Can you name the common types of foreign exchange bills? What 
is the difference between a clean and a documentary bill? 

3. What is meant by foreign exchange rates? How are they affected 
by (a) maturities of the bills, (b) risk elements, (c) the supply of 
bills? 

4. What are the gold points ? How do they set the limit to exchange 
rate fluctuations when currencies are convertible into gold? 

5. When currencies are inconvertible, what determines free market 
foreign exchange rates? Why are stabilizing actions by some 
government agency necessary to avoid excessive fluctuations? 

6. What limits exchange rate fluctuations when governments institute 
exchange controls f 

7. Do you understand why the quoted rates of exchange, under free 
market conditions, are kept the same in various countries through 
arbitrage dealings? 

8. What is three-cornered exchange ? Why is it more realistic than 
mere two-way exchange between a given pair of countries? Do 
you see that the much desired multilateralism in foreign trade 
involves an extension of the three-cornered principle to trade 
among a large number of countries? 
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9. Can you explain the problem of seasonal inequalities in interna- 
tional trade? How was the problem met under the gold standard? 
How is it met under inconvertible paper? 

10. Study carefully Charts 27 and 28. Can you trace through the 
details of financing imports and exports with the use of letters of 
credit and acceptances? 
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International Price Relationships Under the 
Gold Standard 


Interregional Domestic Trade and Prices 

The similarity between domestic and international trade. A 
decided similarity exists between interregional trade within a 
single country and international trade under the gold standard. 
Because oi' the familiar nature of the forces that operate in the 
domestic market, it will be of aid in studying- the less familiar 
processes of international trade to examine first the interregional 
price relationships that exist within one country. 

Interregional domestic price structure. The various specialists 
engaged in production are presumably located in areas best suited 
to their particular needs. Trade between these specialists, there- 
fore, is interregional in nature. To the extent that monopoly 
does not interfere with the mobility of the factors of production, 
the prices of goods produced by these specialists* tend roughly to 
correspond to their costs of production. The cost of production 
in any one industry is, of course, the market value of the services 
of the several factors of production that are used. This markeL 
value, or rate of reward to the factors of production, is simply the 
marginal product of these factors in their general use in other 
industries. In the long run, the factors of production enjoy a 
relatively high mobility between different industries within a 
given country. Factors of any given grade of efficiency, there- 
fore, tend roughly to have the same marginal product and to re- 
ceive the same reward regardless of the industry in which they 
54 6 
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are employed , 1 One may conclude from this observation that 
goods produced and sold in the domestic market tend to be ex- 
changed on a basis of substantial equality in respect to the quantity 
of the factors involved in their production. To be located in one 
industry rather than another tends to offer no particular advan- 
tage in the long run. To use a phrase common in discussions 
of international trade, the “terms of trade” are substantially equal. 
Exception must, of course, be made to industries operating under- 
monopolistic control . 2 

The effects of a shift in demand for (he product of a given area 
in the domestic market . Let us suppose that District A devotes 
its energies to making shoes. Under equilibrium conditions, the 
factors of production used in the manufacture of shoes receive the 
same income as similar factors in other ai‘eas engaged in other 
types of production. Let us now assume that the increased popu- 
larity of riding in motor cars, manufactured in District B > causes 
a decline in the demand for shoes. As a result, the price of shoes 
falls (unless monopolists in the shoe trade choose to maintain the 
price and sell fewer shoes), and the income of residents in District 
A is reduced. What adjustments will occur to meet this new 
development? 

The lowered money incomes of the inhabitants of District A 
must cause them, sooner or later, to reduce the scale of their pur- 
chases of the products made in other areas. If we assume that the 
shoe-manufacturing trade is sufficiently competitive to lead to 
continued sales at lower prices, the “terms of trade” have turned 
against District A } for its shoemaking endeavors enable it to obtain 
smaller quantities than before of the goods produced in other dis- 
tricts. But the increased demand for motor cars produced in 
District B will increase the money incomes of its inhabitants. 
Eventually the more attractive rewards of the motor car industries 
will cause a transfer of an appropriate volume of the factors of 


1 Obviously this is but a rough approximation to actual facts. Fixed capital 
frequently earns income much below the going rale of interest. Social and eco- 
nomic conditions often tie laborers to one industry or to one location where they 
earn less than the wages of similar grades of labor elsewhere. 

2 Whenever monopoly exists in a particular industry, it may enable the owners 
to trade with the rest of the economic world on somewhat better terms than can 
the owners of competitive industries. This advantage may be accomplished by 
restricting output and increasing the rewards going to owners’ capital. Similar 
benefits in the terms of trade may accrue to groups of laborers that monopolize 
certain trades. 



INTERNATIONAL PRICE RELATIONSHIPS 


54 8 

production from shoemaking to the manufacture of automobiles. 
This transfer may involve an actual physical migration from one 
district to another or a movement of the automobile industry into 
District A. In any event, equilibrium tends to be restored, with 
prices in each district again reflecting the relative amounts of the 
factors involved in the production of their respective goods. 3 

Changes in interregional capital movements . Let us suppose 
that part of the savings of the inhabitants of District B , normally 
invested in the industries of that district, are suddenly diverted to 
investment in District A . This shift in the direction of capital 
investment from B to A immediately increases the supply of money 
available to A at the expense of 5. If borrowers of capital in A 
wish to buy the same type of capital equipment as that previously 
purchased by the displaced borrowers of B , the resulting readjust- 
ment will be a simple one. The new borrowers in A will pur- 
chase the output of the capital goods industries of B, and the only 
disturbance will be a decline in the rate of growth of capital equip- 
ment in B. But if A’s capital equipment requirements cannot be 
met by the producers in B , but instead must be produced by A, 
prices and incomes in the capital goods industries of A will rise 
while those of B will fall. In the last analysis, labor and capital 
either will shift from B to A, where they will aid in the production 
of capital goods, or, under the compulsion of low prices, will re- 
arrange themselves so as to be in a position to produce in B the 
equipment wanted in A, Either or both of these adjustments 
may be made within an individual country. If neither adjust- 
ment were possible, District B would have to resign itself to lower 
incomes and a lower price structure that would enable it to de- 
velop a net excess of exports to A equal to the net capital invest- 
ments made in A by the savers of B. 

Shifts in the direction of investment within a single country 
may command little attention because of the ease with which 
lending districts can adjust themselves to meet the new capital 
goods demands of the borrowing districts. Moreover, the ease 


3 A change in the foreign demand for the products of a country engaged in in- 
ternational trade will be unlikely to lead to such a restoration of the pre-existing 
"terms of trade” as is the case in purely domestic trade. The reason for this differ- 
ence lies in the marked immobility of the factors of production between countries. 
For this reason, a ^country that experiences a decline in. the demand for its export- 
able goods will tend to have its price level and money incomes permanently lowered, 
and will continue to trade with other countries on less favorable terms than before. 
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with which the domestic banking system copes with the diversion 
of funds from one area to another helps to minimize the disturb- 
ance. When the domestic banking system is closely knit, a shift 
in the location of funds does not embarrass the banks in the lend- 
ing areas nor require credit restidction due to losses of reserves. 
This condition does not always prevail in the case of changes in 
international capital movements. During the interval between 
the time when the new lending occurs and the time when equi- 
librium is again established by the development of a favorable 
export balance by the lender, the heavy drain upon the gold re- 
serves of the lending country’s banks may cause serious difficulty. 

The effect of a failure of crops in one area . Let us suppose 
that District C, which is engaged in agriculture, experiences a 
failure of crops. Being deprived of its exportable products, Dis- 
trict C will experience a fall in money incomes. In their attempt 
to continue their purchases from other areas, the inhabitants of 
C must reduce their cash balances to a thinner margin, and funds 
will flow out of C. Unless the banks of C are closely affiliated 
with banks in other areas through a branch system, or are able 
to borrow freely from other areas, distress will be felt by banks 
and farmers alike in District C. In this situation, no corrective 
is found in an adjustment of prices. Only borrowing outside to 
tide over the emergency in District C will suffice to prevent a fall, 
in living standards in that area. 

International Trade and Price Relationships 
Under an International Gold Standard 

The resemblance of international trade to domestic trade . Un- 
der the international gold standard, the relation between the price 
structures of the several countries closely resembles in one basic re- 
spect that between prices within a single country: both interna- 
tional and domestic prices are expressed in terms of gold. Just as 
disturbances to domestic trade equilibrium, which lead to an un- 
equal balance of domestic payments, generate forces tending to 
re-establish equilibrium, so disturbances to the equilibrium of 
international balances of payments generate forces tending to 
restore equilibrium. 

The restorative forces generated by disequilibria in the inter- 
national balance of payments may meet with more resistance than 
do the corrective forces in domestic trade. For instance, under 
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the gold standard a disequilibrium in the balance of payments 
requires a transfer of money from the country having an unfavor- 
able debt balance, which we may call the debtor country, to the 
country having the favorable debt balance, which we may call 
the creditor country. This may require more than the mere 
shifting of book credits within the banking system, which suffices 
in the case of most domestic adjustments. The shipment of gold 
noL only involves some expense in shipment and conversion into 
the currency of the creditor country but also may pul strain upon 
the monetary and banking system of the debtor country. If the 
transfer of gold is promptly accompanied by a shrinkage of credit, 
prices, and imports of the debtor country and an increase in credit, 
prices, and imports of the creditor country, no disastrous conse- 
quences to the monetary structure of the debtor country will 
normally result. When disturbances to equilibrium in the bal- 
ance of payments are of small magnitude, the corrections normally 
occur smoothly and easily. But if the causes underlying the 
debtor’s unfavorable balance do not respond readily to gold move- 
ments and the resulting collective price adjustments, the loss of 
gold continues and may become so serious as to compel the com- 
plete abandonment of the gold standard by the debtor country. 
Such a situation may arise: (1) in the agricultural countries whose 
exports suffer acute loss of demand owing to world-wide depres- 
sion; (2) in agricultural countries whose exports shrink severely 
on account of crop failure; (3) when the internal price structure 
of the debtor country is too inflexible to make easy and rapid re- 
sponse to disequilibrium in the balance of payments; (4) when 
the creditor country imposes credit restraints to prevent gold im- 
ports from affecting prices; (5) when the loss of gold arises from 
a flight from the debtor country's currency; (6) when creditor 
countries impose high tariff and quota restrictions to keep out 
imports. 

The Balance of Payments 

All discussions of the problems of international trade revolve 
around the basic question of the balance of payments. Under 
the gold standard, payments arising out of international trade are 
primarily handled by the canceling of one debt against another, 
leaving a small residual amount to be paid in gold. If undue gold 
losses are to be avoided, a substantia] equality of debits and credits 
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is necessary. Under inconvertible paper currencies, when gold 
in fixed amounts may no longer be obtained for currency, it is 
necessary to strike a balance between a country’s import and ex- 
port items, for the international currency is no longer available for 
making settlements. 

The nature of the balance of payments . The nature of the 
international balance of payments may be seen by examining the 
debit and credit items which go to make it up. On the debit side 
should be listed the following items: (1) commodity imports; (2) 
imported services, including those of shipping, insurance, and 
services of a financial and personal nature; (3) expenses of travel 
in foreign countries; (4) remittances of immigrants to relatives 
abroad; (5) interest and principal payments owed foreigners; (6) 
the export of capital, which may take the form of the purchase of 
foreign real property and long-term foreign securities, and the pur- 
chase of short-term foreign claims in the form of bank balances 
and acceptances, and the purchase abroad of internationally traded 
securities. On the credit side of the balance of payments will 
appear: (1) commodity exports; (2) exports of all sorts of services; 
(3) interest and principal received on foreign investments; (4) ex- 
penditures of foreign tourists here; and (5) capital imports of all 
kinds. An examination of the prewar balance of payments of the 
United States in Table 29 will help one to visualize the nature ol 
the credit and debit items involved. 

Temporary inequalities in the debit and credit sides of the bal- 
ance of payments may be corrected, under the gold standard, by 
short-term capital movements. For example, an .excess of debit 
items tends to cause an export of gold and an increase in interest 
rates. The higher interest rates encourage the import of foreign 
short-term capital (a credit item), which assists in restoring equi- 
librium and reduces the necessity for the outflow of gold. 

But short-term capital movements that offset short-time dis- 
turbances to the balance of payments cannot or ought not to be 
relied upon to offset the more permanent, long-term disequilibria 
which develop. In order for the gold standard to operate prop- 
erly, it is necessary that a substantial equality be maintained be- 
tween the more basic elements in the balance of payments. The 
maintenance of a proper equality between debit and credit items, 
therefore, involves the adjustment of the price and cost structures 
of the several trading countries so that visible and invisible items, 
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over and above short-term capital movements, are in substantial 
balance. 

The balance of payments problem of England and Western 
Europe . World War II left a train of severe dislocations in the 
world’s foreign trade. Not only had many countries been com- 
pelled to abandon their normal export markets in order to devote 
their maximum production efforts to the war, but also much of 
their productive capacity fell victim to the devastation of the war. 
Consequently, efficiency of labor was reduced by inadequate equip- 
ment, while at the same time monetary expansion had pushed up 
wages and other money costs. The end of the war, therefore, 
found England and Western Europe with high cost structures and 
reduced productive capacities. In contrast, the Western Hemi- 
sphere emerged from the war not only with its productive facilities 
undamaged but also with greatly increased efficiency. It nat- 
urally followed that at the officially fixed rates of exchange main- 
tained by England and Western European countries with the 
Western Hemisphere their costs were so high that their exports 
found it difficult to compete effectively in American markets. 
This difficulty was made worse by the limited productive capacity 
of these countries and the abundant and efficient capacity of the 
United States. Even though their costs and prices could be 
sufficiently reduced to enable these countries to equalize their 
exports and imports with the West, there would remain the dis- 
turbing fact that their standards of living would have to be re- 
duced. For only so could they subsist on the combined amounts 
provided by production for home consumption and by imports 
for which their exports could pay. 

Political, humanitarian, and long-run economic considerations 
made an attempt to achieve equilibrium through cost reduction 
inadvisable in the years immediately following the war. This, 
then, was the reason for the British Loan of 1946 and the European 
Recovery Program (Marshall Plan). The currency devaluations 
of September 1949 constituted a step in the attempt to restore 
equilibrium by reducing costs. The ultimate solution must 
eventually involve a greatly expanded level of output and effi- 
ciency. We shall study this postwar balance of payments problem 
in greater detail in Chapter 38. 

International price equilibrium . Like all concepts of equilib- 
rium used in economic analysis, international price equilibrium 
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is not an actually existing slate. Rather, it is a relation between 
the price levels of the different countries that tends to result from 
powerful economic forces operating in the international markets. 
But certain forces are constantly appearing to disturb this equi- 
librium. Prices rise and fall, crops flourish and fail, the demand 
for commodities that move in international trade changes, the di- 
rection and magnitude of international capital movements shift. 
Only when the forces tending to maintain equilibrium in the 
balance of payments are sufficient to counteract these dis- 
turbing factors and promptly restore a substantial degree of 
equilibrium, can the international gold standard operate success- 
fully. 

The price levels of the several gold standard countries are in 
equilibrium whenever, disregarding purely seasonal variations, 
claims arising from the exchange of goods, services, and titles to 
securities (including interest and principal payments but exclud- 
ing short-term capital movements) cancel out. Under such cir- 
cumstances, gold movements lo pay for unfavorable debt balances 
are unnecessary. This state of international price equilibrium 
does not, of course, require an equality of values in the exchanges 
between any two countries. Rather, it merely requires that the 
import items of each country and its export items to the rest of 
the world shall in the aggregate be equal. Thus, an excess of 
imports from one country may be offset by an excess of exports to 
other countries. If the full advantages of trade are to be realized, 
the various aptitudes of different countries for producing eco- 
nomic goods are almost certain to require a balance of this sort 
rather than an equality of imports from and exports to any single 
country. The propensity of the United States to produce large 
quantities of agricultural as well as manufactured products makes 
it inevitable that our exports of raw materials to England should 
exceed the value of our imports from her. But from countries 
able to supply some of our needs for materials, South America for 
example, we buy more than we sell, and England in turn exports 
to them a net excess of manufactured goods. This three-cornered 
trade relation commonly used to illustrate the multiple-sided char- 
acter of foreign trade, is more typical of actual international trade 
than would be a simple two-way illustration. Actually, of course, 
the triangular trade example does not indicate the full complexity 
of the balancing operations in foreign trade that frequently in- 
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volve transactions between a large number of nations . 1 * * 4 More 
over, it must be remembered that international price equilibrium 
does not require that the prices of all commodities be equal in 
different countries. Nor does it mean that average money in- 
comes are the same in the several countries. What, then, is in- 
volved in international price equilibrium? 

The Relation Between Prices at Home and Abroad 

Prices of goods that move in international trade . Whenever 
a competitively sold commodity moves freely in international 
trade, its price in terms of gold in the exporting country will differ 
from its price in the importing country only by the cost of trans- 
ferring it between the two countries . 5 The gold prices of inter- 
nationally traded commodities, in the absence of monopolistic 
dumping, therefore tend to move in parallel. 

Home market or sheltered commodities . The basic factor that 
determines whether or not a commodity will move in interna- 
tional trade is the relative production costs in the different coun- 
tries. Whenever the cost of production in Country A is below 
the cost in Country B by an amount in excess of the cost of transfer, 
the commodity will move from Country A to Country B. It 
follows, therefore, that the costs of transfer have a large bearing 
upon the international flow of commodities. Whenever a com- 
modity's weight, bulk, or propensity to deteriorate makes transfer 
difficult, the possibilities of any sort of interregional trade are 
limited. Such commodities may move short distances but are 
incapable of moving into distant markets. Tariffs that must be 


1 It is not appropriate here to examine ihe economic principles that determine 
what commodities will move in international trade under a free economy. Such 
a study belongs in the specialized field of international trade. E’or an analysis of 
these principles, see Ohlin, Bertil, Interregional and International Trade , Cam- 
bridge, Harvard University Press, 1933, Part III; Taussig, F. W., International Trade, 
New York, The Macmillan Co., 1927; Haberler, Gottfried von, The Theory of 
International Trade , New York, The Macmillan Co., 1937, Chapters IX— XII; ancl 

Viner, Jacob, Studies in the Theory of International Trade , New York, Harper & 
Bros., 1937. For an interesting analysis of some of the causes operating to determine 
when long-term capital movements will occur between countries, see Angell, James 
W., Theory of International Puces, Cambridge, Harvard University Press, 1926, 
pp. 381-382. 

*> This covers all costs, both customs duties and shipping costs, which must be 
incurred in the interregional movement of goods. The cost of transferring goods 

that commonly do not enter international trade but may do so if costs become 
sufficiently favorable includes the costs of making new trade contacts abroad. Cf. 

Angell, op. cit, pp. 378-379. 
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paid on many goods entering foreign markets constitute sizable 
barriers in the way of international trade. When pushed to its 
logical conclusion, a protective tariff may become so high as to 
prevent altogether certain goods from entering international mar- 
kets. Personal services, which cannot be divorced from the indi- 
vidual producing them, provide another example of economic 
goods that cannot freely enter international trade, for the export 
of a service of this sort depends upon the ability of its producer 
to move into the foreign country long enough to perform it for 
the inhabitants of that country, or upon the ability of the for- 
eigners to cross the boundary line and consume the service on the 
spot. To a limited extent such exchange of personal services 
regularly takes place among the inhabitants who live near to the 
boundary. There have been times when the people of the United 
States have purchased very sizable quantities of foreign services 
by travel abroad. 

Those commodities that for all practical purposes are economi- 
cally not transferable are called “home market” or “domestic” 
commodities, and as such they do not enter into international 
trade. 6 The home producers of such articles are protected from 
foreign competition and domestic prices are not directly influ- 
enced by the changes in prices of similar articles abroad. The 
producers of these articles are in a “sheltered” economic position, 
and the commodities themselves are sometimes known as “shel- 
tered” commodities, to contrast them with “unsheltered” com- 
modities that move freely in international trade. 

Many commodities are more or less on the border line between 
home market or sheltered goods and international or unsheltered 
goods. Any change in the cost of production or in the price of 
such a commodity, or a change in the transfer costs, may shift it 
from the category of domestic to international goods, and vice 
versa. To the extent that the costs of transfer allow only a limited 
movement of such goods in international trade, they are partially 
sheltered. 

Gold Standard Equilibrium and International Prices 

When the international balance of payments of a gold stand- 
ard country is in equilibrium, its price structure is such that, 

6 It should be noted that commodities may sometimes be exported to a near-by 
foreign country While transportation costs may prevent their sale in remote parts of 
the home market. 
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taking visible and invisible items into account, its exports are 
equal to its imports. Equilibrium is disturbed whenever the 
value of import and export items becomes unequal. Unless other 
forces promptly act to restore equilibrium in the balance of pay- 
ments, gold must flow, and there must occur appropriate changes 
in the level of costs and prices at home and abroad. 

When fundamental conditions have disturbed the balance of 
payments, price adjustments must take place if equilibrium is to 
be restored. But it is inadequate to show merely that the selling 
prices of internationally traded goods change and thus correct the 
trade balance. So long as there is any actual transfer of such goods 
in international trade, their prices tend constantly to be equalized, 
save for their transfer costs, regardless of whether the balance of 
payments is equal or unequal. The readjustments required for 
the basic equilibrium in the balance of payments must therefore 
go further than a change in prices of international goods. This 
equilibrium involves changes in the costs of production , or in the 
prices of the factors of production involved in making these goods. 
For it is changes in the cost of production that determine the ex- 
tent to which commodities fall into the category of international 
goods capable of entering international trade. In the short run, 
when most factors of production have sticky prices, adjustments 
in the profits of entrepreneurs engaged in exporting, rather than 
changes in costs, may occur. But the willingness of producers to 
take losses rather than suffer a shrinkage of export markets must 
be supplemented eventually by readjustments in costs, if an un- 
favorable balance of payments is to be corrected. 

The shift in relative costs, upward in a country having a favor- 
able balance and downward in a country having an unfavorable 
balance, changes the degree of shelter afforded commodities by 
the transfer costs. Commodities previously just on the export- 
able margin can no longer be sold abroad when a favorable bal- 
ance of payments results in rising costs. Falling costs in coun- 
tries having an unfavorable balance of payments expand the list 
of exportable commodities by releasing some goods that were pre- 
viously too costly for export. It is in this manner that a change 
in prices and price levels jDromotes a restoration of equilibrium 
in the balance of payments. 

The effect of conditions of increasing cost . Because some do- 
mestic trades are industries of increasing cost, a country some- 
times is able profitably to supplement its domestic production of 
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a commodity with imports from abroad. The English wheal 
trade provides a familiar example of such industries. Some wheat 
may profitably be produced by English farmers for sale in the 
English market But English farmers, having but a limited sup- 
ply of available land, are unable to supply all of the wheat needed 
by the local population. Beyond a certain point, added produc- 
tion of domestic wheat incurs costs which exceed the cost of im- 
porting wheal from the great growing areas outside. Any change 
in the transfer cost involved in importing wheat and any change 
in the cost of growing wheat at home or abroad will change the 
relative proportions between the amount of wheat produced at 
home and the volume of imported wheat. For example, if an 
unfavorable balance of payments is tending to force down the 
English price level, a larger part of the wheat consumed in Eng- 
land will be produced at home and less will be imported. Thus, 
marginal quantities of wheat are shifted from the category of 
international to that of domestic goods. 

The relation of domestic or sheltered goods to international 
price movements under the gold standard . As we have already 
observed, the prices of commodities that enter the international 
markets move in parallel, with prices in the export country below 
those of the importing country by an amount equal to the costs 
of transfer. Prices of goods of the semisheltered class are simi- 
larly, though not so rigidly, related, because any marked change 
in prices and costs may move them into the unsheltered category 
and lead to international shipments. 

Prices of completely sheltered or purely domestic goods are in 
no direct way connected with prices of similar goods abroad. For 
example, there is no direct reason why the price of a given sort 
of stone house in England should resemble that of a similar house 
in Indiana, since price differences cannot be great enough to make 
it profitable to move either the house or the material of which it 
is made from one place to the other. Nor will the effects of any 
price differences be likely to affect materially the volume of tour- 
ists who might go to live in the low-cost houses. 

Nevertheless, there is an indirect connection between the price 
levels of completely sheltered goods in different gold standard 
countries. This connection lies in the common origin of all eco- 
nomic goods produced in any given region or country. Basically, 
the same factors of production are involved in the production of 
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both sheltered and unsheltered goods. Thus, when the price of 
factors of production used to make unsheltered goods are increased 
(because of international price movements), by the principle of 
opportunity costs the prices of factors used in making sheltered 
goods will tend to rise also. The degree of lag involved, of course, 
depends upon the degree of mobility of the factors of production 
between the sheltered and unsheltered goods industries. Further- 
more, raw materials used in the production of sheltered goods may 
themselves be unsheltered and enter the international markets, 
whereas sheltered raw materials may be used in the manufacture 
of unsheltered goods. If domestic or sheltered goods have close 
substitutes that move freely in international trade, the prices of 
such domestic goods are exposed to the influences of international 
price movements. 7 

In spite of what we have been saying about the forces that tend 
to connect international price movements with the prices of purely 
domestic goods, it does not follow that there need be any exact 
equality of price for a domestic good in the different gold standard 
countries, The rewards of the factors of production involved in 
producing domestic commodities in a given country must be sub- 
stantially the same as those producing goods that enter the export 
trade. The factors of production in one country may be more 
efficient than those of other countries. If so, their money rewards 
will be higher than the rewards of less efficient factors elsewhere. 
To illustrate, if Country A, using 1,000 units of factors of pro- 
duction, produces $1,000,000 worth of goods, which it sells to 
Country B } and Country B in turn uses 2,000 units of factors of 
production to produce $1,000,000 worth of goods for sale to 
Country the balance of payments between A and B will be in 
equilibrium so ’far as their price and income structures are con- 
cerned. But the factors of production in Country A will be worth 
$1,000 per unit, and those in Country B will be worth but $500, 
Now, although the factors in either Country A or Country B must 
necessarily receive approximately the same rate of reward whether 
producing purely domestic goods or goods for export, the price 
of any given type of sheltered commodity in one country will cor- 
respond closely to the price in the other country only if the rela- 
tive inefficiency of the factors in B is as great in the production 


7 Cf. Ohlin, Lite) regional and International Trade , pp. 153-156. 
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of the sheltered commodity as in the production of goods for ex- 
port. This is unlikely to be true. Let us suppose that in 
Country A 3 units of factors of production are required to build 
a house of a given type. Because the price of each unit of factors 
is $1,000, the house would cost $3,000 and would not be pro- 
duced unless its value was at least $3,000. If factors of produc- 
tion required to build a similar house in Country B have the same 
absolute efficiency at house building as do the factors in Country 
A, then 3 units of factors in Country B would also provide a house. 
But because of the relative inefficiency of the factors of Country 
B in producing products for export, their money price is but $500, 
so that the cost of the house in Country B would be but $1,500. 
Under these assumed conditions, the price of the house in Country 
A would be $3,000 and in Country B $1,500 with no disturbance 
to the equilibrium in the balance of payments. Only if 6 units 
of factors were required in Country B to build the house would 
its price there be $3,000.® 

Methods of Settling Accounts in Interregional Trade 

Before proceeding with our study of the manner in which equi- 
librium in the balance of payments is maintained, it will be well 
to examine the methods by which settlements are made in inter- 
regional trade. In principle, such settlements offset claims of one 
area against those of another so far as possible and pay only the 
net amounts that cannot be cleared by offsetting. The method 
of making these net payments and the consequences of such pay- 
ments constitute the problem which now confronts us. 

The settlement of domestic interregional debt balances. 
Within a given country, the appearance of an adverse trade bal- 
ance in one area gives rise to a flow of money payments from that 
area to the areas having a favorable balance. To pay the adverse 
trade balance, depositors of banks in the debtor area send checks 
in excess of checks received to creditors in other areas. These 
payments may require currency movements from banks in debtor 
areas to banks in creditor areas. If so, checks on banks in the 
debtor area will be accepted by banks in creditor areas at a dis- 


8 For a good discussion o£ this point, see Harrod, R. F., International Economics , 
New York, Harcoim, Brace & Co,, 1933, Chapter IV, 
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count equal to the cost o£ shipping the currency. If some im- 
pediment to the free movement of currency appears, such as a 
suspension of the drawee banks or an obstruction to the operation 
of transportation facilities, the discount on such checks (or drafts) 
may become substantial. Before the development of the Federal 
Reserve System in the United States, it was common for checks to 
sell at a discount. The whole system of exchange charges that 
existed at that time was in part an outgrowth of the cost of shipping 
currency from one area to another. Today the cost of domestic 
interregional transfer of funds has been reduced to a minimum by 
the development of the Federal Reserve collection system and the 
use of the Interdistrict Settlement Fund. In countries having 
large-scale branch banking systems, the necessity for currency ship- 
ments between districts is largely obviated by the ability to shift 
credits within each branch system. 

Settlement of international debt balances under the gold stand- 
ard. The settlement of international debt balances can seldom 
avoid the costs incident to the movement of the standard inter- 
national currency. To be sure, temporary debt balances may be 
cared for by a shift in short-term capital, a matter to which we 
shall give more attention later. But debt balances due to basic 
changes in the balance of payments cannot safely be settled in 
this manner. Unless the creditor country is willing to earmark 
gold for storage in the debtor country or is willing to use some 
form of the gold exchange standard, the cost of gold shipments 
assumes a place in the problem of settlements. 

In foreign trade transactions, it is customary for settlement to 
be made by the drawing of drafts by exporters (and other credi- 
tors) upon debtors in other countries. Thus, American exporters 
of goods, services, and securities may be thought of as the origi- 
nators of foreign bills of exchange in this country. These bills 
of exchange, demanding payment from foreign debtors, make up 
the supply side of the foreign exchange market. The drawers 
of these drafts are able to convert them into domestic currency 
by selling them to the foreign exchange bankers, who send them 
abroad to foreign bankers with whom the American bankers carry 
accounts. The foreign correspondent banks undertake to pre- 
sent these drafts and collect the proceeds, which are then credited 
to the American bankers' balances. American importers, on the 
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other hand, being indebted abroad, make payments by purchasing 
and remitting drafts drawn on the foreign banks from the Amer- 
ican foreign exchange bankers. 

Insofar as the money value of all import and export items 
(visible and invisible) are equal, the buyers of foreign exchange 
bills will absorb -the supply. But if export items are greater than 
the import items, the bankers who are buying the exporters’ bills 
will find their holdings of foreign balances (or foreign exchange) 
piling up in undesirable amounts. This situation necessarily 
brings a lowering of the price offered for foreign bills by the 
bankers. On the other hand, an excess of import items over ex- 
ports tends to result in a higher price for foreign bills, since some 
importers cannot be accommodated by the bankers who find them- 
selves unable to purchase enough foreign bills to enable them to 
meet the importers' demands. 

Under the gold standard, however, there is a limit to the pos- 
sible variations in the prices of foreign bills of exchange. The 
relative gold content of the currency units of different: countries 
(or the gold into which the currencies may be converted) is known 
as “mint par.” When there are no abnormal barriers to the 
process of converting currencies into gold, it is impossible for the 
value of bills of exchange payable in foreign currencies to fall to 
a price less than mint par minus the cost of converting such bills 
into gold and bringing the gold back to the point of origin. 
This point was discussed, it will be recalled, in the preceding- 
chapter. 


Questions for Study 

1. When the demand for a product of Region A declines in compari- 
son to that of Region B, how will incomes in A be affected? 
What long-run adjustment should be expected if Region A and 
Region B are within the same national boundaries? What if they 
are located in different countries? 

2. In what ways does interregional trade within a country resemble 
that between gold standard countries? In what ways does it differ? 

3. Note carefully in Table 29 the various items entering the prewar 
balance of payments of the United States. Do you understand 
the capital movement items? 

4. Why did World War II create such severe balance-of-payments 
problems for England and Western Europe? Under the condi- 
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tions existing in the immediate postwar years, why would a reduc- 
tion in foreign exchange values of the currencies of these countries 
have been inadequate to restore equilibrium in their balance of 
payments? 

5. What are sheltered and unsheltered goods? 

6. When goods move in international trade, what tends to be the 
relationship between their costs (converted at the ruling exchange 
rates) in the importing and exporting countries? 

7. What international tie-up, if any, exists among the prices of 
domestic or sheltered commodities? 

8. Why are domestic interregional debt balances more easily settled 
than are international debt balances? 
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The Maintenance of Equilibrium Under the 
Gold Standard 


W E HAVE ALREADY EXAMINED THE NATURE AND MEANING OF IN- 

ternational price equilibrium and the relationship that must exist, 
under the gold standard, among prices in different countries or 
regions. Our next problem is to learn something of the mecha- 
nism by which disturbances to equilibrium in the balance of pay- 
ments are offset and corrected. 

Establishment of International Price Equilibrium 

The present-day significance of analyzing gold standard equi- 
librium i. In a world in which national currencies rather than 
gold standai'd currencies are the rule, one may well inquire as to 
the significance of an analysis of the manner in which interna- 
tional equilibrium is maintained in a gold standard world. A 
justification for such an analysis may be found in that: 

x * The problems of maintaining equilibrium conditions under 
the International Monetary Fund are essentially the same as those 
involved in maintaining gold standard equilibrium. 

2. The case for independent currencies is based mainly on the 
belief that the exactions of maintaining equilibrium under stable 
exchanges, as we shall study them, are too severe for modern econ- 
omies to endure. 

3, The problems associated with exchange control require an 
understanding of the fundamentals of international price equi- 
librium. 
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Reasons for disequilibrium in the balance of payments . A 
number of different occurrences may be responsible for disturb- 
ances to equilibrium in the balance of payments. One impor- 
tant cause of disturbance may be a change in the foreign demand 
for a country’s exports. This change may arise from changes in 
consumers’ tastes abroad, from the development of cheaper or 
better supplies in other countries competing in the international 
export market, or from changes in transfer costs. Another source 
of disturbance may appear in some catastrophe of nature which 
destroys the current supply of exportable goods. A world depres- 
sion may cause a sharp shrinkage in the demand for a country's 
exports, both raw materials and manufactured goods. Cyclical 
fluctuations within the country, with the accompanying inflation 
and deflation of prices, tend to disturb the balance of payments. 
Sizable changes in the direction and volume of long-term interna- 
tional lending sometimes prove embarrassing both to debtor and 
to creditor countries; and the abrupt and heavy movements of 
short-term capital — the result of flight from currencies suspected 
of weakness — sometimes prove disastrous because of their violent 
and cumulative nature. Finally, war, so destructive of normal 
trade between nations, completely upsets existing equilibrium. 

Corrective forces arising from international disequilibrium. It 
is clear that the gold standard can operate only if the drain of gold 
out of countries which develop adverse debt balances can be 
stopped before it goes so far as to jeopardize the safety of currency 
and banking systems of those countries. Long experience with 
the gold standard indicates that in the ordinary course of events 
the necessary corrections may actually take place smoothly and 
without too much disturbance. Since 1931, many writers have 
attacked the gold standard on the grounds that it cannot meet the 
strain put upon it. But these attacks, based largely upon the very 
real difficulties growing out of the depression of 1929-1939, must 
not cause us to lose sight of the fact that the gold standard did, in 
fact, operate with reasonable success over a long period of years. 

The classical theory of international trade sought to explain the 
maintenance of equilibrium conditions between the price struc- 
tures of the gold standard countries by resort to the quantity 
theory of money. According to this view, an unfavorable debt 
balance for one country causes foreign exchange rates to rise to the 
gold export point, and an outflow of gold results. Applying the 
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quantity theory, the loss of gold reduces the volume of bank 
reserves, causes a shrinkage of credit, and leads to a fall in the price 
level. On the other hand, countries having a favorable debt bal- 
ance gain gold. As a result, credit expands and prices rise. 
Thus, equilibrium is restored by a downward adjustment of prices 
in the country with an unfavorable balance of payments and a rise 
in places in countries with favorable debt balances . 1 

Some serious criticisms of the classical explanation may be made. 
First, it relies for its validity upon the assumption that gold move- 
ments result in prompt changes in the price level. Clearly, if the 
gold standard is to work smoothly and efficiently, the forces tend- 
ing to re-establish and maintain international price equilibrium 
must operate rapidly and positively enough to prevent any serious 
inroads upon the gold supply of a country suffering an unfavorable 
debt balance. A failure of these forces to result in a prompt 
re-establishment of equilibrium conditions endangers the ability 
of countries losing gold to maintain the convertibility of their 
currency* In spite of the long-run validity of the assumption that 
prices vary directly with changes in the quantity of standard 
money, it cannot be depended upon in the short run. The classi- 
cal view that high prices attract goods, repel gold, and lead to an 
unfavorable balance of payments is of little value in explaining 
the often observed phenomenon that gold flows into a country 
where business is expanding and prices rising, and flows out of 
countries suffering from depression and low prices. Because of 
the serious questioii of the effectiveness of gold movements in 
bringing about immediate price changes, attempts have been made 
to develop more realistic explanations of the method by which 
international pidee equilibrium is established and maintained . 2 

Spontaneous forces tending to restore international price 
equilibrium . What are sometimes called “spontaneous” causes 
tending to restore and maintain international equilibrium rest 


iCt. Taussig, F. W., International Trade , New York, The Macmillan Co., 1937, 
pp. 198-199. For a detailed examination of the classical theory, see Viner, Jacob. 
Studies in the Theory of Inlet national Trade, New York, Harper & Bros., 1937, 
Chapter VI, 

2 For a discussion of the criticisms of the classical theory, see Haberler, Gottfried 
von, The Theory of International Trade , New York, The Macmillan Co., 1937. 
Chapter III. Also see Angell, James W., The Theory of International Prices , 
Cambridge, Harvard University Press, 1926, Chapter XIV. Angell points out that 
the majority of the Continental economists have never accepted the English classical 
theory (pp. 365-368). 
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primarily upon a shift or transference of pui chasing power- Ac- 
cording to this view, a country having an adverse or unfavorable 
balance of payments loses purchasing power by an amount equal 
to the deficiency. On the other hand, countries having a favor- 
able balance of payments receive additional purchasing power. 
Now this approach is not dissimilar to the classical explanation 
based upon gold movements, but there is this essential difference. 
The theory based upon spontaneous causes attempts to show 
that the corrective forces of shifting purchasing power may ap- 
pear before gold movements occur. In such a case, the move- 
ments of gold may be avoided altogether. But if some gold 
movements do occur, the spontaneous forces fortify and supple- 
ment the corrective influences of the gold movements. 

Let us examine the reasons for thinking that a shift in purchas- 
ing power will tend to occur from the country having an adverse 
balance of payments to one having a favorable balance. So long 
as a country's “import” and “export” items are in balance, there 
will be no reason to expect any resulting change in its effective 
money supply. But, if for any reason its exports expand so as 
to exceed its imports (or if its imports shrink) the drafts that 
exporters draw against foreign buyers and offer for sale to the 
banks will exceed the demands of importers for bankers’ drafts 
drawn against foreign balances held by the banks. Consequently, 
exporters, by selling their foreign bills to the banks, receive do- 
mestic currency and bank deposits in excess of that surrendered 
by importers. Thus the banks of the country having a favorable 
balance of payments will have expanded the domestic money 
supply in exchange for foreign bills or claims against foreign cur- 
rency. This occurs regardless of whether or not the banks con- 
tinue to hold their expanding foreign balances or convert them 
into gold. On the other hand, the country having an unfavorable 
balance of payments will find its domestic money supply (currency 
and bank deposits in the public’s hands) shrinking as importers’ 
funds are transferred to the accounts of foreign banks. 

The increase in purchasing power' in the country having a favor- 
able balance of payments occurs in the form of a net rise in money 
income. Likewise the decline in purchasing power accompanying 
an unfavorable balance takes place through a fall in money in- 
come. These shifts in income will normally be reflected in appro- 
priate changes in the demand for commodities. Thus the rising 
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demand for commodities in the country with the rising income 
will include a rise in the demand for imports. In contrast, the 
country that suffers a fall in income will experience a shrinkage 
in demand, including its demand for imports. It follows, there- 
fore, that corrective adjustments in the movement of commodities 
may begin without price level adjustments or gold movements. 
This is not to say that changes in income flow will not also generate 
appropriate price level adjustments, which will be helpful in re- 
storing equilibrium. It does indicate, however, that price level 
changes, so likely to lead to undesirable disturbances in a world 
of sticky, inflexible costs, are of less significance in the mainte- 
nance of equilibrium than has often been thought. 

An example of the appearance of spontaneous correctives may 
be seen in the case of a country confronted by a failure of its 
exportable crops. Unless imports promptly shrink to the same 
degree as do exports, a serious loss of gold is likely to follow. To 
what extent may such a shrinkage of imports be expected to occur? 
The failure of crops must necessarily curtail the money incomes 
of the growers and exporters. To the extent that such individuals 
are direct purchasers of imported goods, the shrinkage in their 
incomes must necessarily tend to cause an immediate and positive 
reduction of imports. Only to the extent that they are able and 
willing to reduce their customary cash balances, or to increase their 
bank loans, will their demand for imported goods decline less 
than the decline in value of exports. When exporters do not 
buy imported goods but instead buy the products of domestic 
producers who in turn are the purchasers of imports, the reaction 
on imports of a decline in exports is more remote and likely to 
be somewhat longer delayed. In this case, there is a greater possi- 
bility of continuing the purchase of imports by depleting cash 
balances. In addition, the spontaneous tendency of imports to 
shrink will be checked if businessmen are sufficiently optimistic 
to replenish their cash by borrowing from a banking system able 
and willing to expand its loans . 3 If the unfavorable balance of 
payments develops to the point where gold must be exported, the 


3 For an exposition of this view, see Faish, F. W„ "Banking Policy and the Balance 
of International Payments/' Economica , November, 1936, pp. 409-413. For a dis- 
cussion of the automatic restoration of equilibrium, see also Heilperin, M. A., 
International Monetary Economics , New York, Longmans, Green & Co., 1939, pp. 
151-156. 
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loss of gold may accompany , rather than cause j a shrinkage in 
credit, imports, and business activity resulting from the decline in 
exports. This is not to deny, of course, that the loss of gold may 
in turn cause a rise in discount rates and contribute deflationary 
pressure, which tends to reduce imports. 

Spontaneous corrections that may appear in connection with 
changes in international capital movements . An adverse balance 
of payments arising out of changes in the direction or volume 
of international lending may likewise induce the appearance of 
spontaneous correctives. For example, let us suppose that Coun- 
try A increases its loans to Country B by expanding the purchase 
of Country H’s securities. Sellers of these securities in Country B 
will come into possession of bills of exchange on Country A which 
will be sold to banks of Country B in return for deposits. The 
purchase of these bills by the banks of Country B is conditioned, 
of course, upon their possession of some excess reserves. To the 
extent that borrowers in B spend their new funds for the purchase 
of increased amounts of capital goods from Country A, exports 
from A will rise sufficiently to offset its new loans to B without 
any need for a change in the price level in either country. But 
if borrowers in B require larger amounts of capital goods of the 
type produced only at home, the solution is not so simple. To 
restore the balance of payments now requires that some other 
reason be found for an expansion of A's exports and B's imports. 
This might occur spontaneously as a result of the expansion in B’s 
capital goods industries if the raw materials needed are available 
in A. But there is likely to be required some change in the credit 
and price system of both countries if any very sizable readjust- 
ment in the balance of payments is to be accomplished. 

It is entirely possible that an adjustment in the price and credit 
structure may occur without any substantial movement of gold 
between the two countries. The decline in the demand for 
capital goods in Country A, assuming that borrowers in B do not 
purchase their new capital there, may cause a slump in business 
activity and some decline in credit and prices. In Country B , on 
the other hand, the stimulating effects of added pressure on its 
capital goods industries will promote credit and price expansion. 
Borrowers in B will sell their foreign exchange to their banks in 
exchange for deposits and currency. If the banks in B are already 
supplied with excess reserves, this can occur smoothly and readily. 
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I£ the banks are able and willing to expand their domestic credit 
structure upon the basis o£ foreign exchange reserves carried 
abroad, a very considerable adjustment can be achieved without 
the movement of gold. Under these circumstances, the shrinkage 
of credit in A may permit the withdrawal of gold from A to B 
without any pressure resulting directly from the gold movement. 
In such a case it need not be said that the corrective changes in 
prices and credit arose out of the gold movement, but rather that 
the gold movement facilitated the process of adjustment auto- 
matically set in motion by the original international capital 
movement . 4 

Gold Movements and International Price Equilibrium 

To the extent that readjustments are not brought about 
promptly or completely by the spontaneous or automatic forces 
arising directly out of occurrences responsible for disequilibrium 
in the balance of payments, gold movements must take place* 
Countries with favorable balances will gain gold at the expense 
of countries having adverse debt balances. Before gold move* 
ments will occur, however, foreign exchange rates in a country 
having a favorable balance of payments must decline to the gold 
import point. A mild though not altogether negligible correc- 
tive factor appears in connection with this movement of exchange 
rates. The fall in foreign exchange rates encourages imports and 
discourages exports. Within the limits set by the gold import 
and export points, exchange rates will move in a manner which 
acts to restore equilibrium in the balance of payments. 

Gold movements and the restoration of equilibrium . Gold 
movements between countries operate to affect the balance of 
payments in several ways. First, the import and export of gold, 
which may accompany the spontaneous correctives, have a direct 
effect upon the volume of purchasing power within the coun- 
tries involved. In the absence of offsetting opei'ations by the 
central bank, the export of gold directly reduces the supply of 
effective money of the exporting country. Similarly, the effec- 
tive money supply of the gold-importing country increases by an 
amount equal to the gold gained. Such primary effects of gold 


4 For a detailed examination of this approach, see Bertil Ohlin’s Interregional and 
International Tiade, Cambridge, Harvard University Press, 1935, Chapter XX. 
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movements upon the purchasing power within the countries con- 
cerned appear regardless of whether or not any secondary results 
in the form of multitple expansion or contraction of bank credit 
accompany them. Second, gold movements normally have some 
effect upon the discount rates. Unless the banking system is ade- 
quately fortified with a generous supply of excess reserves, the 
export of gold will cause some lightening of the money market 
and some rise in the discount rate. Likewise, the import of gold 
will lead to easier money rates in the importing country unless its 
banks are already in possession of excess reserves. 

The changes in discount rates, just referred to, set in motion 
two separate and distinct forces, each of which helps to check the 
outflow of gold. The first of these, which develops quickly and 
assists in dampening down the pressure upon the debtor country’s 
gold supply, is the movement of short-term capital into the debtor 
country in response to the higher discount rate. The second oper- 
ates more slowly to remedy the fundamental causes of disturbance 
in the balance of payments. It takes the form of stimulating busi- 
ness activity, prices, and imports when the discount rate falls 
because of gold imports, and of reducing business activity, prices, 
and imports when the discount rate is increased. Each of these 
will now be examined. 

Short-term capital movements and the balance of payments. 
The gold standard, working properly and commanding general 
confidence, provides the certainty which is required if short-term 
capital is to move freely between international money markets in 
response to differences in the discount rates. Short-term capital 
movements mainly take the form of the purchase of (x) bank bal- 
ances; (2) bankers’ and trade acceptances; (3) treasury bills; and 
(4) long-term internationally traded securities. The increase in 
the discount rate within the country having an adverse balance 
of payments induces the purchase of short-term claims against 
it by foreign bankers and other foreign investors. This action 
increases the credit side of the balance of payments and helps, 
temporarily, to restore equilibrium. 

Some adverse debt balances arise from accidental or seasonal 
variations in trade. Given sufficient time, such variations will 
largely cancel out. In such cases the movement of short-term 
capital in response to differences in the discount rates quickly 
checks the movements of gold and minimizes them, Further- 
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more, some corrective short-term capital movements may occur 
without discount rate changes. For example, if the United States 
develops an unfavorable trade balance regularly each summer, 
with a reversed situation during the winter months, foreign bills 
of exchange will he dear in summer and cheap in winter. If 
there were no speculative dealings in foreign exchange, rates 
would tend to move to the specie moving points, and gold would 
be shipped to meet the temporary disequilibrium in the interna- 
tional balance of payments. But, because of the predictable and 
regular seasonal nature of the movements of the balance of pay- 
ments and the protection afforded by the gold points, American 
bankers are able to purchase foreign bills during the winter while 
they are cheap, collect the proceeds, and invest them abroad. 
Later, when foreign bills are dear, they will dispose of these for- 
eign funds by offering drafts drawn against them in the foreign 
exchange markets. All this will occur without any gold move- 
ments and without discount rates being higher abroad than at 
home. This practice, common under the full international gold 
standard, involves excessive hazards under inconvertible paper, so 
that, without the gold standard, corrective movements of short- 
term capital are much less likely to take place. 

Short-run capital movements that assist in the restoration and 
maintenance of equilibrium in the balance of payments may be 
described as “equilibrating” to differentiate them from the “dis- 
equilibrating” short-term capital movements that characterize 
“flights” from currencies under suspicion. The equilibrating 
type of short-term capital movements occur regularly, as we have 
just seen, in a well-established world gold standard, and largely 
depend upon confidence in the several currency systems. The 
disequilibrating type of short-term capital movements, on the 
other hand, occur in times of international financial panic and 
tend to upset the equilibrium in the balance of payments instead 
of helping restore it The disequilibrating type of capital move- 
ments will be examined more fully later. 

Even when disturbances in the balance of payments arise from 
causes other than regular seasonal developments, some short-term 
capital may move to the country which is temporarily experiencing 
an adverse balance, since bankers may anticipate that a reversal 
will shortly be forthcoming. In many cases, however, irregular 
and unpredictable adverse balances of any great size are unlikely 
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to attract short-term capital in sufficient quantity to prevent alto- 
gether an outflow of gold. 

Basic corrections in the balance of payments resulting from 
changes in discount rates . The import or export of long-term 
capital constitutes one important item in the balance of payments 
of many countries. The export of long-term capital, evidenced 
by a net inflow of foreign securities, is a debit item in a country’s 
balance of payments. A change in the discount rate will cause 
some change in long-term interest rates, which in turn may affect 
the volume of such foreign lending. This may occur because of 
the effect of interest rate changes upon the absolute volume of 
capital that foreign borrowers will take, or because a change in 
interest rates relative to rates ruling in other international loan 
markets will cause a shift away from or to those other markets, 
as the case may be. 

A second corrective result of a change in discount rates arises 
from the effect of such changes on domestic business activity. A 
rise in the rate tends to retard, but a lowering of the rate tends to 
expand the rate of business operations. For example, if the dis- 
count rate is increased and business activity declines, two in- 
fluences are put to work to correct an unfavorable balance of pay- 
ments. The first and most immediate result is to cause a decline 
in imports. The second result, more remote and perhaps more 
basic, is the decline in prices and costs which the slackening of 
business brings about. On the other hand, if a favorable balance 
of payments leads to an import of gold and a drop in the discount 
rate, the resulting expansion in business activity will stimulate 
imports and lead to higher prices. 

Gold movements without corrective effects on the balance of 
payments . The full corrective effect of gold movements appears 
only if changes in the gold supply cause equal changes in the 
reserve funds of the banking system. Furthermore, through the 
operation of the discount rate, the change in reserves must lead to 
corresponding and proportional changes in the volume of bank 
credit if corrections are to appear that are of greater significance 
than the spontaneous ones discussed earlier. But neither of these 
results may be forthcoming. The extent to which the commer- 
cial banks make use of available reserves to support their credit 
structures varies with the state of business. In depression, excess 
reserves may pile up, as we so well know. During prosperous 
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times, on the other hand, the banks are generally “loaned up.” 
Still more important are the varying and unpredictable credit 
practices of central banks. To illustrate, the central bank may 
adopt any one of three policies following the receipt of newly im- 
ported gold. First, it may remain passive and allow the imported 
gold to increase the commercial bank reserves. Second, it may 
choose to offset the effect of the gold imports upon bank reserves 
by reducing its holdings of securities. Third, it may permit the 
newly acquired gold to become a base for new bank reserves in 
excess of those created directly by the gold imports. To accom- 
plish this, it may lower the rediscount rate or purchase securities 
in the open market. Similarly, the central bank may ignore, 
nullify, or magnify the effect of gold exports . 5 Without doubt, 
central bank managers, in the formulation of their credit policies, 
believe that they are guided by the highest motives, the foremost 
of which is the desire to stabilize or improve internal business con- 
ditions. But the offsetting of gold movements in the interest of 
domestic stability, as practiced by central banks, reduces the cor- 
rective forces contributing to maintenance of equilibrium and 
therefore handicaps the operation of the gold standard. Further- 
more, whenever an agency of the treasury or a stabilization fund 
operates to prevent gold movements from affecting bank reserves, 
the corrective effects are limited altogether to the spontaneous 
forces arising from the shift in purchasing power. 

Moreover, some gold movements take place that tend to aggra- 
vate rather than correct the basic disequilibrium in the balance of 
payments. Such movements occur whenever high interest rates 
and speculative increases in stock prices, accompanying a domestic 
boom, cause an inflow of short-term capital requiring an import 
of gold. During such a time, imports flourish, exports are dis- 
couraged, and were it not for the inflow of short-term capital, the 
balance of payments would appear unfavorable and gold would 
be exported. A loss of gold in such a case is needed to check the 
boom in prices and restore equilibrium. But when gold moves 
in instead of out, it accentuates rather than corrects the basic dis- 
equilibrium in the balance of payments. 

Finally, gold movements that arise between countries whenever 

8 11 is difficult to discover n sufficiently well-defined pattern oC carnal bunk policy 
no permit any sate predictions as to the behavior o£ central banks. Ct. Vincr, 
Studies in the Theory of International Trade, pp. 391-392, 
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international financial panic seizes the world's money markets 
cannot be thought of as assisting to maintain equilibrium in the 
balance of payments. Early in 1931, in certain countries eco- 
nomic pressure due to the depression led to financial collapse fol- 
lowed swiftly by general panic. Deprived of the certain protec- 
tion of the gold standard by the threat of a general abandonment 
of gold, short-term capital frantically began to seek security by 
moving rapidly away from money centers that were under suspi- 
cion to those believed to be safe. Under these circumstances, gold 
movements required to accommodate the shifts in short-term cap- 
ital were in no way related to the requirements for basic equilib- 
rium in the balance of payments. Furthermore, when interest 
rates rise within a country which loses gold in this manner, a 
return flow of short-term capital is not induced. The propensity 
of short-term capital to flee from real or fancied insecurity com- 
pletely overcomes its normal tendency to be attracted by higher 
interest rates. The flight of short-term capital at such times con- 
tributes seriously to the breakdown of the international gold 
standard. 


The Time Involved in Restoring Equilibrium 
in the Balance of Payments 

Having examined the corrective forces that operate to restore 
and maintain equilibrium in the balance of payments, we are now 
ready to consider the question of the rapidity with which these 
correctives may be expected to act. The ease and rapidity with 
which equilibrium in the balance of payments is restored after 
having been disturbed depend upon the circumstances which exist 
within the countries involved. 

The ease of readjustment as related to types of commodities in- 
volved in foreign trade. The ease and rapidity with which a 
country's balance of payments may be restored to equilibrium 
depend to a great extent upon the type of commodities which 
make up its imports and exports. For example, if a country with 
an adverse debt balance normally imports high-priced consump- 
tion goods and durable goods, it will find it relatively simple to 
reduce the value of such imports because of the ease of postponing 
the purchase of durable goods and the possibility of switching 
from the purchase of high- to lower-priced consumption goods. 
The loss of income and purchasing power which results from the 
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adverse balance o£ payments will tend to bring the shrinkage in 
imports just mentioned. In contrast, a country that imports food- 
stuffs and raw materials while exporting high-grade finished prod- 
ucts may find it difficult to readjust its balance either by expand- 
ing its exports ox by reducing its imports. 6 

Ease of restoration of equilibrium as related to the magnitude 
of the disturbances . The restoration of equilibrium in the bal- 
ance of payments may be easily and swiftly achieved when the 
disturbing forces are relatively small and temporary in nature. 
In the absence of wars and acute, prolonged depression, disturb- 
ances, though constantly appearing, are in fact small, and restora- 
tion of equilibrium occurs smoothly and successfully. In con- 
trast, in the face of powerful and continuous disturbances of the 
sort arising from war debts, war indemnities, and severe depres- 
sions, the corrective forces that successfully restore equilibrium 
under ordinary circumstances are unequal to their task. This fact 
is well illustrated by the difficulties which arose in connection with 
the reparations transfers and the breakdown of the gold standard 
after 1929. 

A comparison of the speed of readjustments arising out of 
spontaneous causes with the rapidity of readjustments arising out 
of gold movements . Spontaneous causes tending to restore equi- 
librium in the balance of payments arise out of the transference 
of purchasing power from J:he debtor to the creditor country. 
This transference occurs in the form of a reduction of incomes of 
persons living in the country experiencing the unfavorable debt 
balance (whether it arises from a failm~e of exportable crops, from 
an expansion in foreign lending, or an increased volume of im- 
ports). On the other hand, persons living in the country having 
a favorable debt balance will find their incomes somewhat in- 


6 Cf, F. W, Paish, “Banking Policy and the Balance of International Payments/' 
Economica , November 1936, pp, 413-422. He points out that countries whose im- 
ports are largely marginal or which have a “high marginal propensity to import" 
are likely to be producers of raw materials. Such countries tend to adjust their 
trade balance easily. Advanced industrial countries, on the other hand, have a 
“low marginal propensity to import" and do not adjust so easily. If the latter 
countries are also international banking centers, the strain on their monetary struc- 
ture may be eased by an inflow of foreigmowned short-term balances, For a 
statement of the problem of adjusting merchandise movements to re-establish 
equilibrium in the balance of payments, see Viner, Studies in the Theory of Inter- 
national Trade, pp. 307-31 1. Also see a series of articles by B. Ohlin and J. M. 
Keynes on the German Reparations transfer problem, which appeared in the 
Economic Journal , Vol. XXXIX, 1929. 
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creased. This increase appears either with or without the move- 
ments of gold. 

Altogether, there is a rather formidable array of factors tend- 
ing to restore the basic equilibrium of cost and price levels among 
the countries of the world by the transference of purchasing 
power among countries whose balance of payments is not in 
equilibrium . 7 Because of their immediate and direct effect upon 
incomes within the countries whose balance of payments is dis- 
turbed, these spontaneous forces act without delay to promote a 
restoration of equilibrium. It is the prompt results that may be 
expected which make the spontaneous correctives significant. 

In contrast, the corrective forces, other than the spontaneous 
ones, released by international gold movements operate indirectly 
and with much less promptness. Except for the spontaneous re- 
sults, to be effective gold movements must cause some change in 
the rate of interest. A rise in the interest rate inside the debtor 
country tends to attract short-term capital and minimizes the 
outflow of gold during the time required to carry through the 
longer process of a shrinkage of business activity and prices. The" 
relative slowness of readjustments arising from gold movements 
points to two possible though very different conclusions. The 
first conclusion, frequently heard since iggi, holds that an inter- 
national gold standard can hardly be maintained in times of severe 
dislocations in the balance of payments, for gold movements re- 
quired during the slow and painful process of readjustment must 
become unbearably burdensome to debtor countries. The second 
conclusion is quite the opposite in tone. It holds that the suc- 
cessful operation of the gold standard over long periods in the 
past shows that spontaneous correctives must have been operating 
powerfully enough to preserve equilibrium without any great 
assistance from discount rate changes growing out of gold move- 
ments. 

Maintenance of international equilibrium xuithout changes in 
the discount rate . In support of the view that spontaneous causes 
play a much more vital part in the maintenance of international 
equilibrium than has been commonly credited to them, one may 
cite the practices of some central banks before World War I, when 
successful adherence to the gold standard was achieved without 


7 Cf. Angcll, Theory of International Prices » Chapter XVI. 
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resort to frequent or corrective changes in discount rates. For 
instance, both the National Bank of Belgium and the Bank of 
France appear to have paid little attention to gold movements in 
the determination of their discount policies . 8 Furthermore, a 
stable discount rate policy was at one time adopted by the Bank 
of England, which, during much of its history, has provided a 
most illustrious example of the use of a changing discount rate to 
protect gold reserves and to maintain equilibrium in the balance 
of payments. 

The compulsion felt by the Bank of England to manipulate the 
discount rate as a means of protecting its gold reserve may be 
understood in the light of London’s position as an international 
money center. Foreign banks found it both convenient and 
profitable to carry large amounts of funds deposited in London 
banks and invested at short term in the London money market. 
The profitableness of leaving these funds in London depended 
upon the interest rate there as compared with rates at home. By 
changing its discount rate, the Bank of England was able to. in- 
fluence the rate of interest earned by these foreign-owned balances, 
and therefore could use its discount rate policy to control the 
volume of short-term funds which foreigners would place in the 
London money market. Carrying relatively small gold reserves, 
the Bank of England quite naturally adopted the discount rate as 
the surest and most convenient method of protecting its balance 
of payments from excessive gold drains arising from the removal 
of short-term balances. Furthermore, because of London’s power- 
ful place in the international long-term loan market, the British 
balance of payments was exposed to the irregular and uncertain 
pressure which arose out of any sudden expansion in the volume 
of long-term British foreign investments. An increase in the dis- 
count rate also helped to ease the pressure from this source by 
attracting additional short-term funds from abroad. The most 
powerful threat to the Bank of England’s gold reserves came from 
long- and short-term capital movements, and both of these were 
subject to control through the discount rate. 

The Bank of England, however, did not always follow the policy 
of exercising control over gold movements by adjusting the dis- 


BCf. Whale, P. B., “The Woiking of the Pre-War Gold Standard,” Economica, 
February 1937, p. so. 
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count rate. During the periods 1891-1893 and 1 go 1-1 9 15, to 
avoid disturbing the domestic money market, it repeatedly re- 
sorted to changes in the price of gold while allowing the discount 
rate to remain unchanged. In addition, it was able to use this 
method to supplement the bank rate and to control gold move- 
ments when the bank rate was ineffective owing to the Bank's 
being out of contact with the market. The method of controlling 
gold movements by changing the price at which gold is bought 
and sold may best be understood if one keeps in mind that, so 
long as British currency was unquestionably redeemable in a cer- 
tain amount of gold, movements of gold to and from England 
were determined on the basis of profit. Any changes in the cost 
of importing or exporting gold, therefore, influenced gold move- 
ments. For example, when the current rates of interest in Lon- 
don were such that foreign funds were just on the margin of 
indifference in respect to moving into London, any drop in the 
cost of importing gold, any bonus offered for gold imports, would 
tip the balance, and gold would move to London. Similarly, if 
at current rates of interest short-term capital were just on the 
margin of leaving London in search of greater earning power in 
other markets, any hindrance which increased the cost of export- 
ing gold would prevent the outflow. 0 

The success attained by the Bank in its efforts to control gold 
movements by changing its buying and selling price for gold 
rested largely upon the sensitivity of short-term capital to oppor- 


& The Bank of England had two ways in which U was able to lessen the cost of 
importing gold. First, although it had the statutory duty to purchase standard gold 
bars (% fine) £3 t7 s * 9d. P er ounce, it might when it chose pay a higher price. 
By paying this higher price, the Bank granted a bonus or subsidy to the gold im- 
porters. Second, the Bank could reduce the cost of importing gold by making 
advances to banks, without interest, against gold in transit. This relieved the 
importing bank of the cost involved in the loss of interest on gold in shipment. 

By changing its selling price, the Bank was able to impose restraint upon gold 
exports. The law required the Bank to redeem its notes in gold coin, the equivalent 
of £3 17s. ioi/^d. per ounce of standard gold. For the convenience of the purchasers 
of gold for export, the Bank commonly sold gold in the form of gold bars or gold 
coin of the country to which the gold 'was to be shipped. But if it wished to place 
a barrier in the way of gold exports, the Bank could stand upon its legal rights of 
redeeming its notes in standard British sovereigns. To escape the added cost of 
converting British coin into bars or into foreign coin, the exporter would prefer to 
pay a premium for such bars or coin. By raising its selling price on standard gold 
bars and foreign coin, the Bank increased the cost of gold export. The maximum 
lecorded price charged by the Bank for standard gold bars was £3 18s. id. per 
ounce on sales made in November 1892, and September 1906. (Sayers, TL. Bank 
of England Operations , /#p<wp/./, London, P. S. King & Son, Ltd., 1936, p, 82.) 
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tunity for profits. For example, whenever the Bank was main- 
taining its buying and selling price for gold at a high level, with 
no change in interest rates, it became worth while to acquire and 
hold London funds and speculate on the almost certain prospect 
that a dearer pound and a lower price of gold, corresponding to 
the statutory price, would presently appear. 

The experience of the Bank of England, when it successfully 
controlled the movements of short-term capital and gold without 
relying upon changes in the discount rate, throws some light upon 
the strength of the spontaneous forces that operate in the interests 
of international equilibrium. Modest changes in the buying and 
selling price of gold, while exercising control over gold movements 
arising from the sensitive shifts in short-term capital, could hardly 
have been of any substantial short-run influence upon Lhe other 
basic items comprising the British balance of payments. The 
success with which the Bank of England was able to pursue a 
stable discount rate policy during the above-mentioned periods 
may be taken to indicate that the spontaneous forces operating 
to establish and maintain equilibrium in the balance of payments 
are more powerful than is sometimes believed. This is further 
fortified by the experience of other central banks that were not 
confronted with the problem of large l'oreign-owned short-term 
funds, but which succeeded in remaining on the gold standard 
for long periods without frequent corrective adjustments in the 
discount rate. 

The importance of powerful spontaneous correctives when ex- 
change rates are fixed, as under a world gold standard. One of the 
most serious criticisms made of the international gold standard 
was the necessity for gold to move and for corrective changes in 
discount rates to occur in order that correctives for disequilibria 
might be forthcoming. Such changes clearly involve changes in 
business activity, prices, and employment. In a world become 
sensitive to the great importance of economic stability, an inter- 
national financial system that relies for its operation upon frequent 
reversals in the direction of business activity seems intolerable. It 
is argued that in such a system, gold movements must be per- 
mitted to exercise their full effect upon the volume of credit and 
currency. Thus, the export of gold must lead to a reduction in 
credit and currency by an amount equal to the appropriate mul- 
tiple set by banking reserve ratios. The import of gold must be 
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followed by a corresponding multiple expansion of credit and 
currency. The rules of the gold standard game must be adhered 
to lest the whole system collapse. Offsetting, stabilizing, and 
gold-sterilizing activities of central banks cannot be tolerated if 
the gold standard is to work. 

The existence of powerful spontaneous correctives, however, 
changes the picture greatly. No longer need it be argued that 
the restoration of equilibrium, once it has been disturbed, requires 
gold movements and multiple changes in the volume of currency 
and credit based upon the gold. To a very considerable extent 
we may expect that the transfer of purchasing power, part of 
which may arise directly out of gold movements, provides power- 
ful correctives. To the extent that this is so, multiple credit 
expansion upon the basis of gold imports is not only unnecessary 
but also undesirable. Some absorption of gold imports by the 
central bank in order to prevent such multiple credit expansion 
need no longer be considered a sin against the gold standard but 
a positive virtue. In other words, not all actions of central banks 
in the interest of internal stability need be considered directly in 
conflict with the international gold standard . 10 

This same analysis applies even more significantly to attempts 
ultimately to establish a workable system of stable exchange rates 
through the International Monetary Fund. Once equilibrium is 
actually achieved, spontaneous forces should assist greatly in 
maintaining equilibrium conditions so that the shifting of 
international currency reserves, including gold, may not be re- 
quired to impose changes in monetary and credit conditions in 
the countries concerned. 

The necessary causal sequence resulting in international capital 
movements. A difference of opinion exists as to the proper and 
necessary sequence of events which lead to a net unilateral capital 
transfer of any njagnitude. The classical theory of international 
trade stresses the manner in which the appearance of net foreign 
lending leads to the development of the appropriate volume of 
net commodity exports needed to effect lire capital transfer. Gold 
movements, price adjustments, and transfer of purchasing power 
combine to accomplish the desired results. A different view, 
however, is held by those who believe that foreign lending (or 

10 Cf. Whale, P* B., "The Working of the Pre-War Gold Standard/' Economica, 
February 1 937, 
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oilier unilateral transfers) can be carried through successfully only 
when the lender has already developed a favorable balance of 
payments sufficient to provide foreign claims equal to the trans- 
fer . 11 This viewpoint is ably presented in the quotation that 
follows: 12 

If a country has a favorable balance of payments on current 
account its nationals can lend abroad to the extent of this favor- 
able balance without causing any drain upon its gold reserve. If, 
however, it has no favorable balance on current account, or if its 
nationals in fact lend abroad to an extent larger than its favorable 
balance, its gold reserve will be depleted. Within reasonable 
limits and for a reasonable time there may be no objection to this. 
It may indeed happen that a couniry possessing an exceptionally 
heavy gold reserve may be positively anxious to see it reduced to 
smaller dimensions. In such circumstances it will welcome a 
tendency for its nationals to lend abroad to an extent greater than 
its favorable balance on current account. But a persistent out- 
flow of gold would be unwelcome to a country whose gold reserve 
is already no larger than it desires normally to retain. To avoid 
such a persistent outflow it is essential that its net foreign lendings 
should be kept within the limits of its favorable balance of pay- 
ments on current account. This is what is meant by the common 
dictum that a country’s capacity to lend abroad is limited by its 
export surplus. 

The position taken by the writers of the report from which the 
above quotation is made resembles rather closely that of Conti- 
nental economists, who generally refuse to accept the clavSsical 
theory of international trade. Their reasons for taking this posi- 
tion, however, are somewhat different. The Continental econ- 
omists hold that automatic corrections in the balance of payments 
do not necessarily follow disturbances to equilibrium. Therefore, 
outside controls must be imposed upon the transactions entering 
the balance of payments in order that equilibrium may be main- 
tained . 13 The writers of the report just quoted accept the possi- 
bility that an adjustment may be reached but fear that it will take 
the form of gold exports, tighter money rates, depression, and a 
decline in imports instead of an expansion in exports, 

-U See Vincr's discussion of the Keynes-Ohlin controversy on the question of the 
transfer of Reparations payments in Studies in the Theory of International Trade , 
PP* W-Si*’ 

12 The Problem of International Investment , a report by a study group of mem- 
bers of the Royal Institute of International Affairs, 1937* P* 55 * 

is Angell, The Theoiy of International -Prices, pp. 368**369, 399. 
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Questions for Study 

1 . In a world of exchange controls and inconvertible paper currencies, 
why is it useful to understand the principles of gold standard in- 
ternational equilibrium? 

What are some common causes for disequilibrium in the balance of 
payments? What sort of disturbances are likely to create serious 
difficulties? What son are unlikely to cause much trouble? 

3. What are the objections to the classical explanation of the restora- 
tion of equilibrium through gold movements? 

4. What are the spontaneous forces referred to in the text? Why will 
a favorable balance increase the purchasing power within a coun- 
try? Why will an unfavorable balance reduce purchasing* power? 

5. If a favorable balance causes an increase in purchasing power, how 
will it affect (a) business activity, and (b) demand for imports? 
Why may corrective effects appear without price level changes? 

6. Trace the manner in which a loss of gold will aid in correcting an 
adverse balance of payments in a country like England. What 
are equilibrating short-term capital movements? 

7. a) Why may gold movements sometimes fail to result in genuine 

corrections? 

b) What effects result from central bank offsetting actions? 

c) Why will higher discount rates be ineffective in stopping a 
flight of capital? 

8. Under the international gold standard, or other system of stable 
exchange rates, why is it important that correctives work quickly? 

9. What circumstances make for ease in corrective action? When are 
corrections in the balance of payments relatively difficult? 

xo. Of the two types of correctives discussed, which would appear to 
operate more promptly? 

in Of what significance is the experience of the Bank of England when 
it protected its gold supply by varying the price of gold rather than 
by the use of the discount rate? 
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International Price Relationships Under 
Inconvertible Paper Currencies 


In the preceding chapters we have examined the conditions 
necessary for international equilibrium under the gold standard. 
When the several currencies are convertible into a given quantity 
of gold, the rates of exchange are rigidly held within the narrow 
limits of the gold points, Disequilibria in the balance of pay- 
ments must be corrected by adjustments in the internal price and 
cost structures, 

The maintenance of equilibrium with pure paper currencies . 
When inconvertible paper currencies are used, the equilibrium 
in the balance of payments may be re,stored and maintained by 
changes in foreign exchange rates, changes in prices, or both. Un- 
like the gold standard; pure paper currencies provide no gold 
points. Under pure paper currencies, therefore, the rates of ex- 
change may vary widely in response to the changing forces of 
supply and demand. For example, if a country on a pure paper 
standard were to have an unfavorable debt balance, the price of 
foreign exchange would rise as under the gold standard. But 
whereas under the gold standard a limit to the increase in foreign 
exchange rates is set at the gold export point, under inconvertible 
paper no such limit exists. Instead, an unfavorable debt balance 
in a country using inconvertible paper currency must cause such 
a rise in foreign exchange rates that the supply of foreign bills 
will equal the demand for them. 

Before going further, it is necessary to recall that although an 
approximate equilibrium in a country's balance of payments for 

5*4 
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such a period as a year’s time may easily come about, such an 
equilibrium cannot be expected for any given day or even for any 
single season. Obvious difficulties would accompany any attempt 
to equalize the basic debit and credit items in the balance of pay- 
ments for a short period. For example, American exports of agri- 
cultural products have tended to be concentrated largely in the 
autumn and early winter. During this season the balance of pay- 
ments is favorable, and it becomes unfavorable during other 
seasons when an excess of imports appears. Under the gold stand- 
ard, no consequences attach to these seasonal disturbances to the 
balance of payments so long as they eventually cancel out. The 
day-by-day and the seasonal inequalities between debit and credit 
items are smoothly cared for by the movement of short-term cap- 
ital. Such capital moves from the creditor to the debtor country 
in response to small changes in discount rates or, regardless of 
discount rate changes, to obtain a profit by buying foreign ex- 
change cheap and selling it dear. But with inconvertible paper 
currencies, much less opportunity exists to offset short-term and 
seasonal inequalities in debits and credits in the balance of pay- 
ments. Dealers in foreign exchange who would quickly transfer 
short-term capital to fill the gap under the gold standard will be 
much more reluctant to take such a step under inconvertible paper 
currencies because of the other forces that may cause entirely un- 
predictable fluctuations in the exchange rates. The purchase of 
foreign exchange when a current favorable balance makes it cheap 
involves vastly greater hazards when currencies are inconvertible 
paper than when the gold standard provides a point of certain 
reference in the form of gold parities. Under pure paper cur- 
rencies, therefore, an equality in the balance of payments during 
a season when exports normally exceed imports requires a fall in 
the foreign exchange rate until one of two results occurs. First, 
the rate may decline to a point where speculative purchases of 
foreign exchange will become numerous enough to take off the 
market the excess supply of foreign bills. Second, if speculative 
buyers do not appear in sufficient numbers to absorb the supply, 
the foreign exchange rate must fall until exports are reduced and 
imports increased to the point of equality. It follows, therefore, 
that regardless of the existence of equilibrium in the annual bal- 
ance of payments, inconvertible paper currency requires marked 
seasonal and daily fluctuations in exchange rates to provide the 
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necessary short-run equilibrium. 1 This in pari explains the need 
for stabilization fund operations by government agencies to pro- 
vide short-run exchange stability for paper currencies. 

Over a period of time sufficient to average out seasonal and 
irregular fluctuations, exchange rates between paper standard 
countries must adjust themselves so as to provide equilibrium in 
the balance of payments of each. An unfavorable balance of 
payments causes foreign exchange rates to rise appropriately, 
whereas a favorable balance causes them to fall. A fall in the 
foreign exchange value of a country’s currency tends to stimulate 
exports by making them cheaper to foreign buyers. In addition, 
it makes importing more costly. Thus, eventually, an adverse 
balance of payments should induce a sufficient fall in the value 
of a country’s currency in the foreign exchange markets as to 
restore equilibrium. The same holds true in the opposite direc- 
tion, when a country has a favorable balance tending to cause the 
foreign exchange value of its currency to rise. This rise intro- 
duces the proper correctives by checking its exports and encour- 
aging its imports. 

An example may help in understanding the effects of changes 
m exchange rates on a country’s exports and imports. When the 
exchange value of the pound was $4, British goods, because of high 
domestic prices, were difficult to sell abroad and Britain’s balance 
of payments tended strongly to be adverse. But when- the pound 
was reduced to $2.80, British exports, in terms of current prices, 
were correspondingly cheaper for Americans. At the same time, 
British imports from the United States were correspondingly more 
costly. Consequently the cheaper pound has tended to aid in the 
restoration of equilibrium in the British balance of payments by 
somewhat stimulating exports to and reducing imports from 
the Western Hemisphere. Whether an expansion of exports or 
a fall in imports has the more influence cannot easily be deter- 
mined. Nevertheless, the corrective force of the cheaper pound 
is undeniable. 

When the exchange rate between paper standard countries is 
not one that provides equilibrium in the balance of payments, 
two results may occur. First, as we have already noted, the rate 
of exchange may shift to a point which satisfies the requirements 

1 CL Keynes, J, M,, Monetary Reform , New York, Harcoart, Brace Sc Co., *934, 
pp. 116-125. 
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of equilibrium. Second, internal prices within the countries 
concerned may move to levels that provide equilibrium at the 
ruling exchange rates. Because of their flexibility under paper 
standards, exchange rates are more likely to make the adjustment 
than are the price levels. Furthermore, one of the advantages 
commonly advanced for inconvertible paper currencies and free 
exchange rates is the ease and rapidity with which exchange rates 
can adjust themselves to restore equilibrium in the balance ot 
payments once it is disturbed. This is in marked contrast to the 
slow and sometimes painful adjustments of cost and price levels 
required under the gold standard. 

Purchasing Power Parity Theory of Exchange Rates 

We have already seen that under pure paper currencies there is 
some equilibrium rate of exchange that tends to maintain a bal- 
ance of payments between the countries involved. From our 
analysis it clearly appeared that this rate is one thaL equalizes the 
various import and export transactions in the light of the ruling 
price levels. It naturally follows that some attempt should be 
made to explain this equilibrium rale of exchange in terms of the 
levels of prices. The purchasing power parity theory of exchange 
rates is an attempt specifically to relate the rate of exchange to 
the price level . 2 

The argument upon which the purchasing power parity theory 
rests is the very sensible one that people primarily want foreign 
money because of the purchasing power which it has in that for- 
eign country over commodities, services, and so forth. When one 
offers his own money in exchange for foreign currencies, lie is 
offering to give up buying power over commodities at home in 
exchange for buying power over things abroad. Therefore, one’s 
valuation of foreign currencies in terms of one’s own primarily 
rests upon the relative purchasing power of each currency in its 
own country . 3 This leads to the obvious conclusion that the rate 


a professor Gustav Cassel is mainly responsible for the development and exposi- 
tion of ibis theory in present-day economic literature. Tor a statement o[ his view, 
sec his Money and Foreign Exchange After 1914, New York, The Macmillan Co,, 
1922, pp. 137-1(12. 

acf. Cassel, op. cit v pp. 138-139, For criticisms o£ the purchasing power parity 
theory, see Haberlcr, Gottfried von, International Trade , New York, The Macmillan 
Co., 1936, p. 32; Vincr, Jacob, Studies in the Theory of International Trade , New 
York, Harper & Bros., 1937, pp. 379—387; and Ellis, Howard, German Monetary 
Theory , 1905-1932, Cambridge, Harvard University Press, 1934, Part III. 
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of exchange depends upon the relative price levels and may be 
expected to vary with changes in these price levels. 

The calculation of purchasing power parity exchange rates. 
The true normal or equilibrium exchange rate between countries 
cannot be calculated directly by comparing the buying power of 
a unit of domestic currency over a representative list of com- 
modities and services with the buying power of a unit of foreign 
currency over a similar list. T o calculate the importance or value 
of a unit of foreign currency for buying foreign goods to be 
brought back to one’s own country, one must allow for all the 
costs of transferring the goods, such as import duties, freight, and 
other shipping expenses. These costs differ from commodity to 
commodity, and appropriate allowances for these costs would be 
next to impossible to make. Of still greater importance is the 
fact that most commodities move in but one direction, so that a 
comparison of prices of any given group in the tiro countries 
would have little significance. Prices of commodities exported 
from the United States to England must have a price in England, 
calculated at the ruling rate of exchange, sufficiently above the 
price here to pay the costs of transfer. The same rule applies to 
prices of goods moving from England to the United States. The 
purchasing- power parity rate, if it be considered an equilibrium 
rate of exchange, is merely one at which the total value of every- 
thing bought from the rest of the world by the United States is 
equal to the total value of everything sold to the rest of the world. 
The money value of any particular bill of goods at home and 
abroad cannot possibly give a valuable clue to the equilibrium 
exchange rate. 

Gustav Cassel, a leading proponent of the theory, attempted 
to calculate the purchasing power parity rate indirectly. Pie 
assumed that during .some normal period, usually after the gold 
standard has been in operation for a time, the rate of exchange 
actually ruling is the purchasing power parity rale for the price 
levels that exist in the countries involved. For example, before 
World War I, mint par of exchange between England and the 
United States was £\ = $4.86, a rate which may be taken as the 
purchasing power parity for the ruling price levels at that Lime. 
After the gold standard was abandoned, if the price level in Eng- 
land had doubled although that of the United States had remained 
unchanged, the relative purchasing power of the pound would 
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have declined .by one-half, and the rate of exchange, purchasing 
power parity, would then stand at £i = $2.43. To calculate 
purchasing power parity, therefore, the price levels for the normal 
period should be taken as a base (that is, 1913 = 100 in each 
country). The rate of exchange in this normal period is multi- 
plied by the ratio of the price indexes for each country at the 
date for which the new equilibrium rate of exchange is to 
be calculated, and the result is the purchasing power parity rate. 
Thus, to use our previous example, if the old rate of exchange 

in 1013 was /V and the ratio of prices in the two countries 
* ' $ 4-86 r 

had shifted to purchasing power parity would have been 

£1 200 £1 

~~ X , or »= — 

$4.86 100 I2.43 

Criticisms of GasseVs method . Although Cassel’s method for 
estimating purchasing power parity is obviously a handy scheme 
for obtaining a general idea of the equilibrium rate, its accuracy 
may be seriously questioned. Objection to this method of calcu- 
lation may be made on several grounds. 

1. Price indexes upon which the calculation is based must be 
representative of costs and prices of things that move in inter- 
national trade. For this reason, indexes of wholesale prices seem 
more suitable than general price indexes. But a good deal of dis- 
persion among individual price movements accompanies changes 
in average wholesale prices, and there is no way of knowing the 
extent to which prices of particular goods entering foreign trade 
move in harmony with the general average. To the extent that 
costs and prices of goods that are important in foreign trade move 
differently from the average shown by the index, the calculated 
results are invalid. For example, let us siqopose cotton to be the 
principal export of country A , in which the index of general 
prices has risen 20 per cent. If new and more economical meth- 
ods of growing cotton have been developed during the period, 
cotton prices might remain stable in the face of increases in other 
prices. A calculation of purchasing power parity based upon the 
general price index would “undervalue” or place too low a foreign 
exchange value upon the currency of country A; for so long as 
the price of cotton, the principal export, is unchanged, the for- 
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oign exchange value o£ country /l’s currency will be unchanged. 
Furthermore, the relative importance, and therefore the weights, 
of different commodities included in the domestic price index 
may be quite different from their relative importance in foreign 
trade. 

2. The method of calculation proposed by Cassel is based upon 
the old rate of exchange, which is assumed to be normal for the 
base-year price levels. But the correctness of this exchange rate 
is dependent upon conditions existing at the time in respect to 
the type and relative amounts of the commodities moving in 
international trade. During the interval of time between the 
base year and the year for which the calculation is made, marked 
changes in the types of such commodities are likely to occur. 
New products appear, tastes change, and competition from other 
countries may seriously modify the terms of trade. Especially is 
this objection a serious one when the base year is remote. More- 
over, if the cost of transfer between countries has changed between 
the base year and the calculated year, the calculation will be in- 
accurate. 

3. The exchange rate for the base year, assumed to be the equi- 
librium rate, was one that permitted a favorable trade or mer- 
chandise balance for capital-exporting- countries. Any substantial 
change in the nature of international capital movements, there- 
fore, would lessen the validity of the calculated rate. For in- 
stance, during the period 1924-1928, the annual net export of long- 
term capital by the United States averaged about $650,000,000. 
In 1930 it had declined to $290,000,000. The ruling exchange 
rate during the 1924-1928 period must have been roughly equal 
to purchasing power parity, taking into account the annual export, 
of a substantial amount of long-term capital as represented by our 
net security purchases from abroad. Unless offset by an increase 
in export of short-term capital, the sudden decline in our long- 
term foreign lending in 1930 required as an offset an increase in 
imports or a decline in exports. Unless prices in the United 
States increased relatively, foreign exchange rates would have to 
fall if the rate of exchange is to become true purchasing power 
parity under the changed conditions of American long-term 
foreign lending. A11 even better example is that of postwar Eng- 
land. Clearly, as a result of the sharp decline in her “invisible 
exports” arising from the loss of much of her foreign investments 
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during the war, it is necessary for her to expand her commodity 
exports compared to her imports if she is to bring her balance of 
payments into equilibrium. This calls for a pound that is 
cheaper in foreign exchange markets than is indicated solely by 
the calculation of purchasing power parity based upon prewar 
conditions. 

The practical importance of purchasing poiuer parity calcula- 
tions , In spite of the difficulties that accompany attempts to cal- 
culate the equilibrium or purchasing power parity rate of ex- 
change between paper standard countries, there are times when 
such a calculation may be of practical value. In times of un- 
stable and fluctuating exchange rates, it provides a rough measure 
of the extent to which the actual rate deviates from the equilib- 
rium rate. When postwar exchange rate stabilization is under- 
taken the calculation of purchasing power parity provides a most 
important point of departure for the determination of the proper 
rates to be adopted. This is especially true when internal price 
inflation has been a predominant cause of exchange rate insta- 
bility, Even though such calculations are but crude indicators, 
they provide a way to arrive at specific conclusions as to the gen- 
eral location of the appropriate rates . 4 

The price index best suited for calculating purchasing poiuer 
parity . There are some who advocate the calculation of pur- 
chasing power parity solely upon the basis of prices of commodities 
which actually move in international trade. But such a calcula- 
tion would be of little value. With any given rate of exchange, 
the market prices of commodities that move freely in international 
trade differ in the several markets by no more than the cost of 
transferring or shipping them from one place to another. With 
allowance for the time involved in arbitrage transactions by 
traders, the relative prices of such goods in different countries must 
always reflect the existing rate of exchange, Therefore, a calcu- 
lation based upon index numbers of prices of these goods alone 
must always show that the ruling rate of exchange is the true 
equilibrium rate. Such a calculation is further invalidated by 
the fact that changes in the relative prices would not necessarily 


4 Cf, Young, J. I\, "Exchange Rate Determination,’* American Economic Review t 
September 1947, p. 594. Also sec Haberler, G., “The Choice of Exchange Rates 
After the War,” American Economic Review , June 1945, p. 311. 
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cause proportional changes in the equilibrium rate of exchange, 
because other goods previously unable to move in international 
trade would begin to do sod 

The ideal price index for calculating the purchasing power 
parity rate of exchange is one comprised of the prices of the factors 
of production involved in the making of goods actually entering 
or on the margin of entering international trade. The value of 
such an index of prices rests upon the fact that the consideration 
which in the last analysis determines whether or not a commodity 
will move in international trade is the cost of production at home, 
including transfer costs, compared to its price abroad calculated 
at the current rate of exchange. If the price realized on exports 
is less than the price of their factors of production, exports will 
shrink. If the price realized on exports is greater than the price 
of the factors involved in their production, exports will expand. 
If, therefore, at the ruling rate of exchange exports so languish 
that they are less than imports and a country experiences an un- 
favorable balance of payments, the domestic currency is said to be 
“overvalued” in the foreign exchange markets. Foreign exchange 
rates are too low and mltst rise to provide an equilibrium. On the 
other hand, if at the ruling rates of exchange exports flourish and 
so outrun imports as to provide a country with a favorable balance 
of payments, the domestic currency is “undervalued” in the for- 
eign exchange markets, and foreign exchange rates must fall to 
provide equilibrium. 

It is quite impossible, however, to procure an index of “effi- 
ciency wages” of the factors of production used in each country 
to produce commodities that move in international trade. In- 
dexes of the cost of living are sometimes used in the calculation 
of purchasing power parities in the belief that they reflect, more 
nearly than do wholesale price indexes, the changes in funda- 
mental costs of production. Probably general wholesale com- 
modity price indexes, however faulty for the purpose, provide the 
most practical basis available for calculating purchasing power 
parity. 

Deviations from the true equilibrium exchange rate . Disturb- 
ances in the balance of payments occurring under the gold stand- 
ard are evidence that the actual rate of exchange is sometimes not 


5 Cf. Keynes, Monetary Reform, pp. ioo , 382-383, 
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the true equilibrium rate. Such a situation calls for a correction 
in the cost and price structures of the countries involved. Similar 
disturbances occur under inconvertible paper currencies. The 
forces that commonly create disequilibrium in the balance of pay- 
meats of a paper standard country include the following: (1) 
changes in the level of prices relative to prices abroad; (2) changes 
in the demand for specific commodities moving in international 
trade; (3) changes in the costs of transferring goods from one coun- 
try to another, particularly changes in import duties; (4) changes 
in the direction and magnitude of long-term capital movements 
and unilateral transfers, such as war indemnities; (5) short-term 
capital movements. Each of these forces is a familiar cause of 
disequilibrium under the gold standard. One important dif- 
ference exists, however, in the part played by short-term capital 
under the two standards. Unlike sound gold standard currencies, 
pure paper currencies are exposed to severe short-term capital 
movements of a speculative nature, which introduce highly un- 
predictable, uncontrollable, and violent disturbances in the bal- 
ance of payments. For this reason, exchange rates under incon- 
vertible paper currencies are likely to deviate sharply from the 
equilibrium rate much more than are exchange rates under the 
gold standard. A paper standard currency, therefore, may readily 
become either overvalued or undervalued in terms of foreign 
currencies, depending on whether its value is greater or less than 
what it should be at the true equilibrium rate. 

Corrections when the actual rate deviates from the true rate 
of exchange. Whenever a country’s currency becomes “over- 
valued” in terms of foreign currencies, its exports tend to decline 
and its imports are stimulated. The opposite results arise from 
undervaluation. For example, let us assume that £1 = $3 repre- 
sents the true equilibrium rate, but that the actual rate stands 
at £1 =$2.80. Whereas $3 should be required to buy £1, it 
now takes but $2.80. Pounds are therefore at a bargain (that is, 
are undervalued), while dollars are too dear (that is, are over- 
valued). Pressure in the United States to buy cheap pounds will 
tend to force up the price of pounds in terms of dollars, and re- 
luctance in England to buy dollars will cheapen American cur- 
rency. Whenever the actual rate deviates from the equilibrium 
rate of exchange, natural economic forces tend to bring a correc- 
tion. 
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Whenever the rate of exchange is free to move toward the true 
equilibrium rate, prompt adjustment tends to occur through a 
change in the exchange rate and with but little effect upon the in- 
ternal price structures. It is for this reason that the advocates 
of managed paper currencies contend that without, the gold stand- 
ard it becomes possible to regulate and control the internal price 
level of a particular country without reference to the behavior 
of prices abroad. But sometimes paper currency exchange rates 
are not merely the passive reflection of the respective price levels 
within the countries concerned. Instead, the forces operating 
against the exchange rates may be continuous and powerful 
enough to overcome the natural tendency of the rate to return to 
normal. Under such circumstances, the adjustment may come 
about by a change in the price levels. The persistence of the 
forces creating disequilibrium in the balance of payments has led 
some to believe that natural forces cannot be relied upon to main- 
tain equilibrium. This belief is embodied in the “balance of 
payments” theory of exchange rates. 

The Balance or Payments Theory of Exchange Rates 

Purchasing power parity theory of exchange rates . We have 
already examined the theory that exchange rates under incon- 
vertible paper currencies are determined by purchasing power* 
parity or by the relative price levels in the countries concerned. 
If at any particular time the actual market rate of exchange devi- 
ates from the true equilibrium rate, the market rate tends to 
move in the direction of the equilibrium rate. The best calcu- 
lation that can be made of the equilibrium rate is that based on 
the relative changes in internal price levels of the two countries. 
A fall in the value of a country’s currency in the foreign exchange 
market is therefore explained by a rise in that country’s price 
level relative to prices abroad. Internal currency inflation, there- 
fore, explains a fall in foreign exchange value of this currency. 
Since budgetary deficits tend to lead to inflation of prices, these 
deficits are associated with the depreciation of a country’s cur- 
rency on the foreign exchange markets. This explanation is 
closely related to the quantity theory of money. It is "not sur- 
prising, therefore, that critics of the quantity theory reject pur- 
chasing power parity as an explanation of exchange rates. 
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I'he balance of payments theory . The balance of payments 
theory holds that foreign exchange rates are determined by in- 
dependent factors not directly related to internal price levels and 
the quantity of money. Such independent factors tending to 
cause a rise in foreign exchange rates would include requirements 
for debt payments, reparations, and an inelastic demand for raw 
materials needed from abroad. Because they deny that there is 
any real inter-currency parity corresponding to purchasing power 
parity, the adherents of this theory reason that causes of changes 
in exchange l'ates lie within the forces determining the balance of 
payments rather than in the internal price levels. They hold 
that exchange rates reflect rather than influence the balance of 
payments. Because they deny that there is anything automatic 
about the maintenance of equilibrium in the balance of payments, 
they find ample justification for tariffs, quotas, exchange regula- 
tions, and other forms of state interference designed to prevent an 
unfavorable debt balance. This is in sharp contrast to the con- 
ventional quantity theory view that equilibrium is automatically 
re-established either by an adjustment of price levels if under the 
gold standard, or by an adjustment of exchange rates if off the 
gold standard. 0 

Closely allied with the balance of payments theory is the view 
held by some students of the acute inflation experiences in Ger- 
many, France and Austria following World War I. They believe 
that exchange depreciation of those times originated in forces that 
operated directly against the exchange rates, and that this caused 
rising internal prices and an expansion in the quantity of money. 
Thus, it has sometimes been held that the line of causation ad- 
vanced by the purchasing power parity theory was actually re- 
versed. It cannot be denied that in the later stages of inflation 
in Germany, in 1923, and in France, in 1926, the evidence sup- 
ports the view that exchange depreciation, arising from capital 


0 Cf. Angell, James W., Theory of International Prices, Cambridge, Harvard Uni- 
versity Press, 192O, pp. 331-353 and Haberler, International Trade, p. 31. For a 
detailed examination of the “balance of payments" theories, see Ellis, German 
Monetary Theory, x 905-XQ2}, Chapter XIV. Throughout the period of postwar 
inflation in Germany, the Reichsbank, the government, the bankers, the indus- 
trialists, and the press insisted that the depreciation of the mark was caused by the 
state of the balance of payments. Cf. Costanlino Brescian i*T urroni, The Economic 
of Inflation, London, G. Allen Sc Unwin, 1937, pp. 42-46. 
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flight which caused a serious adverse balance, preceded the rise in 
the price level. Under these extreme conditions exchange rates 
were dominated by capital flight rather than by the relative degree 
of inflation within the country. The movement o£ exchange rates 
was persistently away irom rather than in the direction of an 
equilibrium position and price movements seemed to follow and 
to be the result of changes in the exchange rates rather than causes 
of such changes . 7 

A contemporary application of the balance of payments theory 
has appeared in the discussions of the dollar shortage of England 
and Western Europe since World War II. The statement is fre- 
quently heard that the dollar shortage is something unique, aris- 
ing out of profound technological and social change, and that it is 
in no way amenable to solution along the lines of exchange rate 
adjustment toward an equilibrium level The devaluation of the 
pound, it is argued, cannot possibly assist in the correction of the 
British adverse balance of payments because of the inelasticity of 
demand for both British exports and British imports. There 
seems to be little justification for such an extreme position. To 
be sure, a sufficient devaluation of the pound to bring the 
British balance of payments with the Western Hemisphere into 
equilibrium might well involve considerable sacrifice of highly 
desirable imports and result in a considerable reduction in living 
standards, Furthermore, it is entirely possible that a move palat- 
able short-run solution might be found in a continuation and ex- 
pansion of exchange controls. Even so, there is litLle justification 
for the contention that exchange rate changes cannot correct an 
adverse balance of payments that is protected from the disturb- 
ances of capital flight. 


Questions for Study 

i. Wliy do free exchange rates with inconvertible paper currencies 
provide a more rapid and less painful way to correct an uni'avorable 
balance than could exist under the old gold standard? 


7 See IVW, Graham’s Exchange,, Prices and Production in' Hyper-Inflation, 1920- 
i P 2 Sj> *^ 3 °’ Also see Eleanor L. Dulles; The French Franc , 1914-1928, New York, 
The Macmillan Co., 1929, and J. H. Rogers, The Process of Inflation in France , 
New York, Columbia University Press, 1929. 
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2. Why are inconvertible paper exchange rates less effective in caring 
for seasonal and irregular variations in the balance of payments 
than was the gold standard? 

g. What is meant by an equilibrium rate of exchange? 

4. How can purchasing power parity be calculated? Why must it 
start with some period of equilibrium? 

5. Give the reasons why calculations arc not likely to give an accurate 
measure of the true equilibrium rate of exchange? 

6. If calculations of purchasing power parity are likely to be inac- 
curate, to what practical use, il any, can they be put? 

7. Why would a calculation of purchasing power parity based upon 
changes in the market prices of internationally traded goods tend 
to show that any existing exchange rate is an equilibrium rate? 

8. When actual exchange rates deviate from the true equilibrium 
rate the result may be to undervalue or to overvalue a given cur- 
rency. What does this mean? What are the effects of under- 
valuation and overvaluation? 

9. What is the balance of payments theory of foreign exchange rates? 
How does it differ from the purchasing power pariLy theory? 
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Controlled Exchange Rates 


Co 7 ilrol under the gold standard , At first sight, foreign ex- 
change rates appear to be determined simply by the law of supply 
and demand, without the use of artificial controls. Especially 
does this appear to have been true in times when the international 
gold standard was in operation. As a matter of fact, however, a 
considerable degree of control over exchange rates, or the forces 
determining them, existed under the gold standard. For exam- 
ple, one well-established principle of central bank management 
under the gold standard was the control of credit and interest t'ates 
so as to keep exchange rates within the gold points. We have 
already had occasion to examine the practices of the Bahk of Eng- 
land in this respect. By a change in the discount rates it was able 
to attract short-tdrm capital, to discourage long-term lending 
abroad, and to check internal credit expansion at times when an 
unfavorable balance of payments threatened the country’s gold 
reserves, A spreading of the gold points by modifying the terms 
upon which it bought and sold gold was also used as a means to 
prevent gold movements. 

An even more positive and conscious control over the forces 
determining the exchange rates developed during the 1920’$, when 
European countries were re-establishing the gold standard. The 
monetary uncertainty of the times made it inadvisable to rely too 
far upon the automatic action of the gold standard to protect gold 
reserves, Special measures were therefore taken to guard against 
contingencies that might lead to an unfavorable balance of pay- 
ments. Careful avoidance of budgetary deficiencies gave assur- 
ance against internal inflation. Foreign credits were arranged to 
meet any adverse balances. Home industry and exports weie 
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encotnaged, anri muml banks followed conservative credit pol- 
icies. 

The world-wide depression that began in 1929 and led to the 
linancial collapse of 1931 saw the introduction of various types of 
intervention or controls over foreign exchange rates. The pur- 
pose of such intervention or control was to hold foreign exchange 
rates at some point different from the rates that would have existed 
in a completely free exchange market. Such control efforts in- 
cluded the stabilizing action of central banks and stabilization 
funds as well as the measures commonly referred to as exchange 
control , by which officially maintained rates of exchange are com- 
bined with restrictions on imports, blocked balances, clearing 
agreements, and the like. 

The Purpose of Interference or Controi. in Foreign 
Exchange Markets 

The purposes behind the different attempts to control foreign 
exchange rates are by no means identical. To understand the 
development of this movement toward control, we must first 
examine the motives responsible for it. These motives fall into 
three main categories: 

x. Control (used in the broad sense of any interference in the 
exchange market) may be designed to offset seasonal, irregular, and 
speculative influences and to maintain a stable rate of exchange 
that approximates an equilibrium rate. 

2. It may be aimed at bringing about a depreciation of the do- 
mestic currency in order to stimulate exports and internal expan- 
sion. 

3. It may be intended to maintain the exchange value of a 
country’s currency above the equilibrium rate for the purpose of 
avoiding internal inflation and to improve the “terms of trade” 
between that country and the outside world. 

Maintenance of exchange stability . It is a well-recognized fact 
that stable exchange rates between countries engaged in trade 
are highly desirable. Without them the risks of trading be- 
come unnecessarily high if not prohibitive. This fact was rec- 
ognized by the countries comprising the Sterling Bloc after 
England abandoned gold in 1931. The purpose behind the 
Sterling Bloc was to provide fixed exchange rates on London. 
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The degree to which this was accomplished may be seen clearly 
in the parallel movement of the values of their currencies in 
terms of gold, as shown in Chart 1, on page 44. The mech- 
anism of control used by these countries was the familiar 
one used in connection with the postwar gold exchange stand- 
ard. The central bank of the country exercising exchange 
control bought and sold sterling bills at the established rate. The 
appearance of an excess supply of sterling bills was a signal for 
more lenient internal credit conditions, whereas a shortage of 
sterling bills and a decline in sterling balances in London indi- 
cated a need for domestic credit restriction. The connection be- 
tween sterling and other currencies was a loose one. Sweden, for 
example, adopted a rate on London that was considered favorable 
at the time, but was prepared to allow the Swedish krona to rise 
in terms of sterling rather than undergo internal inflation. 

The need for control to provide exchange stability is especially 
great in the case of inconvertible paper currencies, which lack the 
automatic stability provided by the gold standard. Particularly 
are such currencies exposed to seasonal and speculative influences 
that must be held in check if wide exchange fluctuations are to be 
avoided. This need lay behind the establishment, in 1932, of the 
British Exchange Equalization Account., which bought and sold 
foreign exchange on gold standard countries for the purpose of 
maintaining short-run stability of rates. 

Sometimes the existence of a powerful trading agency, whether 
the central bank or a government fund, is insufficient to counter- 
act the effects of capital exports or flight. In such a case more 
drastic measures are taken. The control agency then assumes con- 
trol over all exchange transactions. Persons residing within the 
country are denied the privilege of buying foreign exchange un- 
less they can prove that they will not use the proceeds to purchase 
foreign securities, foreign money or bank balances, or other for- 
eign capital assets. Such control is commonly used to prevent 
or to minimize the flight of capital in the face of threatened do- 
mestic crisis. Frequently combined with this type of control is 
the “blocking” of accounts or claims of foreign creditors who are 
then denied the privilege of transferring out their claims lor in- 
terest and debt payments. This blocking is done to remove the 
pressure of these claims from the balance of payments and to 
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avoid the depressing effect of such claims upon the value of the 
country’s currency in the foreign-exchange markets. 

Exchange depreciation to stimulate exports . At times, meas- 
ures have been instituted to depress the foreign exchange value 
of the country’s currency in order to improve the competitive 
position of its export trade. It was not until the lggo’s that de- 
liberate currency devaluation became common. The depreciation 
of the Japanese yen provided an early example of this type of ac- 
tion, which was later adopted in one form or other by a number of 
countries, including the United States. 

Beneficial results from exchange depreciation may arise from 
two causes. First, it is obviously of benefit if it corrects a pre- 
existing overvaluation. Second, to the extent that it results in 
actual undervaluation, its benefits depend mainly upon the failure 
of other countries to take similar action. The gains in exports 
and in domestic employment resulting from undervaluation arise 
from the tendency for costs of production to lag and adjust slowly 
to the depreciation in the exchange value of the currency. 

During the depression years of the lggo’s, the purpose behind 
exchange depreciation was mainly to promote domestic employ- 
ment and higher internal prices through the stimulating effect of 
expanding exports. In 1949, a very different reason lay behind 
the wholesale depreciation of currencies. To be sure, the pur- 
pose was to attempt to expand exports to the ‘‘hard currency” 
countries of the West, noLably the United Stales, But the hoped 
for expansion in exports was not desired as a stimulant to domestic 
employment and prices. Employment in Britain, for example, 
stood at a high level, and high prices rather than low were the 
order of the day. The real purpose for the depreciation of the 
pound was to encourage a diversion of a larger fraction of British 
industrial output from domestic consumption and from export to 
other “soft currency” countries to the Western Hemisphere. 
Only thus could Britain hope to be able to pay for her highly neces- 
sary imports currently being paid for through Marshall Plan aid. 
Unlike the depreciation of the 1930’s, the 1949 depreciation was 
not designed to stimulate domestic employment and prices. 

Control resulting in overvaluation , Control measures have 
been adopted for the purpose of maintaining an established or 
official rate of exchange in the face of a relative rise in domestic 
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prices as compared with prices abroad. The resulting overvalua- 
tion of the domestic currency in the foreign exchange markets dis- 
courages exports, stimulates imports, and leads to the imposition 
of tariffs and quotas and the establishment of clearing and barter 
agreements as the natural trade channels break down. 

Methods of Interference and Control: Stabilization Funds 

The British Exchange Equalization Account. The first formal 
device established to regulate exchange rates was the British Ex- 
change Equalization Account. After England abandoned the 
gold standard in September 1931, the pound depreciated rapidly 
in terms of the gold currencies. From $4.86 it fell to about $3.35 
in December 193 1, or to 69.3 per cent of its gold parity. By April 
1932, speculative pressure had pushed the pound up again to 
•f 3-74- To counteract such speculative movements and to stabilize 
the value of the pound, the British Government in April 1932, 
established the Exchange Equalization Account. At the begin- 
ning, the Account consisted of £150,000,000 in Treasury bills, 
which could be readily converted into cash balances by sale in the 
British money market at the wish of the Bank of England, which 
managed the Account. 

The primary purpose of establishing the Account was to stabi- 
lize the exchange value of the pound and to prevent either exces- 
sive depreciation or excessive appreciation. 1 * 3 * * * The general panic 
that seized the financial world in 1931 brought waves of distrust 
upon first one currency and then another. As a result, short-term 
capital shifted rapidly from one money center to another, with 
consequent pressure upon exchange rates. Whenever a “flight" 
of capital to London occurred, the exchange value of the pound 
rose. But a dearer pound increased the difficulties of British 
exporters and could not be allowed to result from speculative 
movements of capital. The Account, therefore, stood ready to 
offset the effect of a flight of capital to London by freely selling 
pounds and taking foreign exchange instead. When the capital 
movement to London became pronounced, the Account came into 

1 That some have believed that the Account was used artificially to depress the 

value of sterling does not alter the fact that its most important function was to 

minimize exchange speculation. For assurances by an English writer that the Ex- 

change Equalization Account was not used to depress the pound in the inteiests of 

British exporters, see Paul Einzig's World Finance, 1935*1937, New York, The Mac- 

millan Co., 1937, P- 10 7 - 
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possession of large amounts of foreign currencies, which were 
offset by an equal loss in pounds. On the other hand, when capital 
movements were away from London instead of toward it, the Ac- 
count checked the fall in the exchange value of the pound by 
the purchase of pounds and the sale of the previously accumulated 
foreign exchange. 

Since most of the funds acquired by the Equalization Account 
were in dollars, francs, and other Gold Bloc currencies, it could 
choose between holding the proceeds in the form of foreign ex- 
change (balances in foreign countries) or converting them into 
gold, As a matter of fact, the Account did convert a very con- 
siderable amount of foreign exchange into gold, which was either 
earmarked in the foreign country or shipped back to London. 
In either event, the operations of the Account did not affect the 
volume of reserves in the British banking system but merely ex- 
panded the volume of its deposits. But at times the Account 
found its supply of available pound balances exhausted because 
of the limit set by law to the quantity of Treasury bills at its dis- 
posal, and it was then compelled to sell some of its gold holdings 
to the Bank of England to replenish its supply. When the Ac- 
count made use of the funds acquired by the sale of gold to the 
Bank to overcome the buoyancy of the pound or to retire Treasury 
bills, the result was to add to the supply of bank reserves in the 
country. 

When capital, seeking refuge abroad, was moving away from 
England, the Equalization Account stood ready to purchase 
pounds and sell foreign currencies. As the Account’s foreign 
exchange supply became exhausted, it was necessary to export 
gold to replenish its foreign balances. Gold would be exported 
directly to the United States, or at limes it was sold to the Bank 
of France and the francs converted into dollars through the for- 
eign exchange market, with the burden of shipping gold to the 
United States falling on France. So long as the Account had on 
hand an adequate supply of free gold that it could export for this 
purpose, the British banking system suffered no shrinkage in bank 
reserves. But sometimes the losses of gold were so severe that the 
Account’s free gold was exhausted and it was compelled to ex- 
change for gold at the Bank of England some of the pound bal- 
ances it had been acquiring in the support of the pound. The 
purchase of gold from the Bank diminished the reserves of the 
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British banking system in a manner similar to the export of gold 
under the gold standard. 

The original £150,000,000 made available lo the Account was 
increased a year later to £350,000,000 and finally to £575,000,000. 
After the outbreak of war in September 1939, all previous limits 
on the size of the Account were removed. At the same time, the 
Account took over the gold holdings of the Bank of England. 
The expansion in the volume of Treasury bills put at the dis- 
posal of the Account enabled it to prevent any marked apprecia- 
tion in the exchange value of the pound in the face of tremendous 
movement of capital from the European Gold Bloc countries to 
London. In March 1938, the combined gold holdings of the 
Bank of England and the Exchange Equalization Account stood 
at £836,000,000. 

It was not the purpose of the Exchange Equalization Account to 
maintain the value of the pound at a level inconsistent with basic- 
market conditions. In the face of changing price relationships 
between England and the outside world leading to a lower or 
higher equilibrium rate of exchange than that currently ruling, 
the market rate was permitted to adjust itself. Moreover, the 
Account did not always attempt to prevent some decline in the 
pound when heavy capital flight tended to force it lower. A 
glance at Chart 1, page 44, will reveal that Lhc value of the pound 
in terms of gold currencies was by no means constant after the 
Account was in operation. 

When war began in September 1939, stronger measures for the 
control of foreign exchange rates were required. There was 
instituted at that lime direct exchange control, which took the 
form of the prohibition of the export of capital, the licensing of 
exchange dealers through whom all transactions had to pass, and 
an official exchange rate between the pound and other currencies. 
The Exchange Equalization Account therefore lost its original 
function in respect to the control of exchange rates. Instead, it 
has become a fund of foreign currencies, accumulated from vari- 
ous sources, available for use in making properly authorized and 
approved payments abroad in settlement of public and private 
transactions. 

The American Stabilization Fund. From the profit resulting 
from the devaluation of the dollar in 1934, the sum of $2,000,- 
000,000 was set aside to form a Stabilization Fund. The Fund 
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was patterned somewhat after the British Exchange Equalization 
Account The sum of $200,000,000 was deposited by the Fund 
in the Federal Reserve Bank of New York and used as an active 
account through which all of the Fund’s operations were con- 
ducted. Ever since the establishment of the Stabilization Fund 
the Treasury has bought and sold gold for exchange purposes. It 
follows, therefore, that there was little occasion for the use of the 
Fund for the purpose of influencing foreign exchange rates. 
The dollar with a de facto fixed gold value must necessarily vary 
in terms of foreign currencies mainly with variations in the price 
of gold abroad. Naturally enough, the United States Treasury did 
not see fit to assume the risks of engaging in any heavy purchases 
of foreign exchange for the purpose of supporting the value of 
foreign currencies. It, therefore, confined itself mainly to the 
minor role of secret agent for the import and export of gold. 
When, for example, the British Exchange Equalization Account 
sent heavy gold shipments to the United States to obtain dollars 
in support of the pound, the Stabilization Fund acted as agent in 
converting the gold into dollar credits. The Fund exchanged 
such gold for gold certificates, which it deposited in the reserve 
banks to obtain the required dollars. Likewise, at times when 
gold movements to the United States were too slow to meet the 
pressure of capital flight, owing to shortage of shipping facilities, 
prohibitive insurance rates, and the like, it is probable that the 
Fund went into the exchange market and purchased foreign cur- 
rencies for dollars to prevent an undue break in the exchange 
rates. 2 

Although the Fund continues to maintain a nominal existence, 
its resources were largely removed by the Bretton Woods Agree- 
ment Act of July 31, 1945. This Act provided that $1,800,000,000 
from the Fund be utilized to pay, in part, the United States sub- 
scription to the International Monetary Fund, 

Exchange Control by Direct Pressure on the 
Balance of Payments 

The reasons for direct control over balance of payment items . 
We have already studied the manner in which the British Ex- 


2 CL Johnson, G. Griffith, The Treasury and Monetary Policy , Cambridge, l-larvau\ 
University Press, 1939, pages 92-1 s?8. 
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change Equalization Account and foreign central banks were able 
to introduce short-run exchange rate stability by trading in the 
free exchange markets. So long as no powerful and sustained 
drive against a currency developed, such measures were effective. 
Furthermore, the supported rates were designed to correspond to 
the long-run equilibrium rates. So long as no fundamental dis- 
equilibrium arose, or there developed no severe capital flight, tire 
methods of control used were adequate. But during the 1930’s, 
two circumstances developed that spelled trouble for the balance 
of payments position of many countries. First, the great depres- 
sion and the crisis of 1931 created severe exchange problems for 
numerous countries. Second, the threat of war, and its actual out- 
break in September 1939, not only induced heavy flights of capital 
from troubled areas but created enormous distortions in the im- 
port-export relationships. 

Controls arising out of the depression of the 1930's. The finan- 
cial crises of 1931 brought grave exchange difficulties. When a 
flight of capital accompanied these disturbances, it placed an al- 
most unbearable burden upon the monetary systems of countries 
with inadequate gold supplies. Countries well fortified with gold, 
such as the United Stales and France, were able to weather the 
storm, but England, with its relatively small gold supply, was com- 
pelled to suspend gold payments in September. Especially diffi- 
cult were the positions of weak debtor nations, which found that 
the depression had not only shut off the accustomed How of foreign 
loans, but by sharply reducing their export trade, had also made 
the servicing of old foreign debts extremely difficult. 

The choices open to countries unable to draw upon an ample 
gold supply were limited. Because of panic conditions, an in- 
crease in the discount rates within the country losing gold was 
no longer effective in attracting foreign short-term capital. This 
was true even in London itself, where the discount rate had so 
long been successfully used for this purpose. At such a time, 
the effect tends to be just the opposite, for an increase in the 
rate is construed to be a sign of weakness. Smaller countries, of 
course, can make little use of the discount rate at any time to 
influence the flow of short-term capital. Nor was there any 
hope of relief, during such a period of general world depression, 
in embarking upon a program of internal price deflation. At 
best, success would be doubtful and could hardly be counted on 
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to create such an immediate change in the balance of. payments 
as to offset the effect of capital flight. Moreover, these coun- 
tries were weary of depression, and any attempt to bring about a 
further deflation of prices and costs, with the accompanying ag- 
gravation of unemployment and bankruptcy, was not politically 
tolerable. The most natuial policy to expect under such circum- 
stances, therefore, was the abandonment of gold and a depre- 
ciation of the exchange value of the currencies. This was the 
policy successfully followed by England and the other members 
of the Sterling Bloc. It offered the advantage over deflation of 
being quickly accomplished, and at the same Lime it was free 
from the depressing effects of deflation upon the domestic econ- 
omy. The depreciation of the exchange value of the currencies 
lowered the costs and prices of goods produced for export, in- 
creased the cost of imports, and encouraged domestic recovery. 
Through exchange depreciation, exchange rates were allowed to 
seek their equilibrium level, and the adverse balance of payments 
was largely corrected without imposing control or restraint over 
the items themselves that comprised the balance of payments. 

But the idea of embarking upon a policy of exchange depreda- 
tion was repugnant in many countries that had not forgotten 
the ravages of acute inflation and the accompanying exchange 
depreciation of the years following World War I. The fact that 
exchange depreciation in the depths of world depression was quite 
different from the depreciation experiences after the war did not 
alter popular distrust of the matter. Moreover, unless it might be 
confidently expected that devaluation or depreciation would so 
improve domestic conditions as to induce speculators to believe 
that capital remaining in the country was now safe, devaluation 
would provide no certain relief from the flight of capital . 3 In 
any event, it is undesirable to attempt to readjust a country’s 
imports and exports to meet the whims of short-term capital 
movements. 

It is not surprising, therefore, that some countries rejected both 
deflation and exchange depreciation and sought relief for their 
troubles by bringing pressure to bear upon the transactions that 
were to blame for the adverse balance of payments. Such control 

3 Only if the flight were induced by the expectation of a given devaluation, and 
if the expected devaluation were accomplished, would this put an end to the flight 
of capital. 
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naturally was aimed first at shutting off the flight of capital, which 
was such a powerful and demoralizing force in the exchange 
markets. 

Control of capital exports . Control over capital exports is 
established by the prohibition of the purchase of foreign exchange 
for the purpose of transferring capital out of the country. To 
make the control effective, all dealings in foreign exchange must 
be brought under regulation. All exporters possessing foreign 
bills of exchange are required to sell these bills to the control 
agency at a set or official price, and the export of gold and cur- 
rency is banned. Purchases of foreign exchange must be made 
from the official control agency and are restricted to noncapital 
transactions. To prevent the development of “black markets/’ 
where exporters dispose of their foreign bills at prices above the 
official rate to persons wishing to export capital, rigid controls 
are required, but even so some evasion is almost certain to occur. 

But it is not enough to prevent residents of the control country 
from exporting capital through the foreign exchange market. 
Commonly there are funds or claims to funds belonging to foreign 
firms and individuals. These foreign owners may seek to with- 
draw their funds by the simple expedient of drawing drafts or 
bills of exchange, which are offered for sale in the foreign exchange 
market. To avoid this withdrawal, it is necessary to “block” the 
bank deposit accounts of foreign ownership. The blocking of 
accounts simply means that funds within the control country 
belonging to persons living abroad may not be used to pay for 
exports from that country. If resort were not had to this policy, 
capital might leave the country in the guise of exported goods, 
and the proceeds from current exports would then be “unre- 
quited” or not available to pay for the necessary imports. More- 
over, to prevent pressure on the exchanges arising from the pay- 
ment of interest and principle on foreign debts, such claims too 
must be placed in blocked accounts. 

Under the circumstances just described, the primary purpose 
and effect of exchange control is to remove from the balance of 
payments the uncurrent items, such as old debt service and capi- 
tal movements. With this pressure relieved, it is reasonable to 
expect that the current import and export items of trade may be 
brought into balance with ease. This result may not be realized, 
however, for reasons that we shall examine later. 
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Blocked currencies. As we learned earlier, the prevention of 
capital exports requires the “blocking” of foreign owned funds 
to prevent their use for the purchase of goods for export. Other- 
wise, evasion of the exchange restrictions becomes easy. 

The claims of foreigners on funds in an exchange-control coun- 
try originate in any one of several ways: 

x. They may consist of normal working balances needed by 
foreign exchange dealers trading in exchange drafts of that 
country. 

2. They may consist of short-term capital that has previously 
moved into the country in search of earnings or security. 

3. They may consist of interest on long-term loans, including 
the amortization of principal. 

4. They may consist of short-term commercial credits. 

5. They may consist of funds received from the sale of securities. 

The goal sought in the establishment of blocked accounts in- 
cludes the removal of the immediate threat to the rate of exchange 
arising from attempts to transfer such funds out of the country. 
In addition, blocked accounts provide a weapon for reducing 
interest charges on foreign debts. In seeking this goal, the coun- 
try that has blocked foreign owned funds encourages the funding 
of short-term debts into long maturities, which still remain under 
the ban of capital exports. A reduction of interest charges is 
sometimes exacted as a price for relaxing restrictions on the use of 
blocked accounts. 

The earliest outstanding example of blocked currencies was the 
German Standstill Agreements of 1931* The financial crises of 
that year swept over Europe and created great fears for the sta- 
bility of currencies. Because, at that time, German banks and 
other debtors owed short-term debts to foreign creditors amount- 
ing to five billion marks (about one and one-half billion dollars), 
it became necessary for the German Government to declare a debt 
moratorium and to impose control over foreign exchange trans- 
actions. It was these debts which were first blocked under the 
Standstill Agreements. 

A number of other countries followed Germany’s example in 
blocking foreign owned funds within their borders. But it was 
not until the outbreak of war in 1939 that exchange control and 
blocked accounts became commonplace. The end of the war saw 
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no relaxation o£ exchange controls. Instead, blocking of old debts 
became even more urgent, for huge additional debts were accumu- 
lated because of the war. Only by a continuation of blocking of 
accounts could countries be certain that the proceeds from cur- 
rent exports would be available to pay for the necessary imports. 

The exploitation of creditors through the use of blocked ac- 
counts. Ostensibly, the practice of blocking foreign-owned credits 
and balances is designed to protect the balance of payments of the 
exchange-control country from pi^essure during temporary periods 
of economic dislocation. But it has in fact gone much farther 
than the mere temporary postponement of creditors' claims. As 
the price for the release of part of these blocked accounts, creditors 
have been coerced into compromising their claims, both by re- 
ducing interest and by cancelling part of the principal. Further- 
more, the blocking of interest and amortization payments on 
foreign-owned securities causes a sharp drop in the market value 
of such securities in the creditor countries. Likewise, blocked 
balances themselves are offered for sale in the creditor countries 
at heavy discounts. Because the control authority in the debtor 
country monopolizes all foreign exchange created by current ex- 
ports, it is able to utilize part of this exchange to purchase these 
securities and blocked accounts at their depreciated values. It is 
able thus to gain by the difference between what it pays for these 
blocked credits and securities and what they are worth within its 
own country. The profits obtained in this manner were used in 
prewar Germany to pay a subsidy to exporters in order that they 
might more readily meet foreign competition and expand the 
country’s export trade. 

Exchange Controls with Overvalued Currencies 

The blocking of foreign held balances and a strict avoidance 
of capital export should, on the face of things, greatly simplify the 
balance of payments problem of a country. With the threat of 
capita] movements out of the way it should be relatively easy for 
the country to achieve a balance between current imports and 
exports. Unfortunately this does not necessarily prove true. 
First, the suspension of service on foreign debts places an almost 
insurmountable barrier in the way of new loans from abroad. 
This closes the door to one possible source of relief from the origi- 
nal difficulties of the adverse balance of payments. Second, ex- 
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change control of this sort necessarily involves the maintenance of 
an official rate at which foreign bills of exchange may be bought 
and sold. So long as the official rate is the same as the equilibrium 
rate of exchange, which permits a balance between current non- 
capital import and export items, no trouble need arise. But even 
though the official rate of exchange is the equilibrium rate when 
lirst established, it is unlikely to remain so for any very long period. 
There are a number of reasons for this condition. First, during 
the depression of the 1930’s the fixed exchange value (in terms 
of gold) of the German mark came to be overvalued because Ger- 
man prices and employment were stimulated by domestic expan- 
sion measures, whereas in the gold currency countries prices con- 
tinued to fall. Thus German prices became relatively too high 
to justify the official foreign exchange value of the mark. The 
mark also became overvalued in relation to the Sterling Area cur- 
rencies and later the United Stales dollar as those currencies were 
depreciated. The currencies of the European Gold Bloc countries 
suffered a similar fate previous to their eventual devaluation. 

Second, and even more significant today, is the fact that estab- 
lished official exchange rates often become overvalued rates as a 
result of the upheavals of war. These upheavals cause unequal 
degrees of price and cost inflation in the different countries of the 
world. Those countries whose price and cost levels have in- 
creased substantially more than those of other areas find that the 
old official rates of exchange tend to overvalue their currencies. 
Furthermore, war not only causes unequal changes in price levels 
of the countries involved. Also, to a varying degree, it destroys 
markets, dissipates foreign investments, creates new debts, and 
exhausts natural resources. After such changes a rate of exchange 
that would provide an equilibrium in a country’s balance of pay- 
ments would almost certainly differ substantially from the prewar 
rate. It was the dislocations arising out of the war that made 
the postwar official exchange value of the British pound and other 
European currencies too high in terms of the United States dollar 
and ultimately compelled an adjustment downward through de- 
valuation. 

It follows, therefore, that an official rate of exchange, though 
correct at the start, may often overvalue the domestic currency 
at a later date. Then exports languish while imports are stimu- 
lated, and the balance of payments is again upset. It then be- 
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comes necessary to extend conttol to the items of current trade, 
“Unnecessary” imports must be discouraged by quotas, tariffs, or 
by refusing to sell foreign exchange to unlicensed importers. 
Bureaucratic interference with normal trade becomes burden- 
some and uneconomical, with undesirable results on the domestic 
economy . 4 

The development of bilateral clearing agreements . Assuming 
that the official exchange rate places too high a value on 
overvalues) the domestic currency, imports must be rationed and 
restricted if sufficient foreign exchange to pay for them is to be 
obtained from the declining exports. In the face of this decline 
in foreign trade the country practicing exchange control, which 
we may call Country A, finds it increasingly difficult to obtain 
imported food and raw materials necessary for its existence. At 
the same time the country that we may call Country B , accustomed 
to sell these goods to Country A , is loath to see its markets in 
Country A disappear. As a result the contro] country, A, is likely 
to impose an agreement on Country B in which B accepts pay- 
ment for its sales to A in the form of credits deposited in a blocked 
account in Country A. Unlike ordinary unblocked accounts, 
which can be withdrawn freely or converted freely into other cur- 
rencies, such a blocked account can be used only for paying for 
purchases made in Country A. The mechanism for carrying out 
such a plan consists of an account in Country A into which A’ s 
importers pay domestic currency in the amount equal to their 
purchases from Country JB. Country B, in turn, establishes an 
account into which B 1 s importers deposit B' s currency in amounts 
equal to their imports from Country A. When settlement be- 
tween these two accounts is made in foreign exchange, the arrange- 
ment is known as a payment agreement . When settlement is 
solely by offsetting claims in one account against those in the 
other, it is known as a clearing agreement . Sometimes not only 
is foreign exchange not used in making settlements, but also 
balances are prevented from accumulating on open book accounts 
to await periodic balancing of the totals. In such a case, each 
individual import must be offset by an export of equal value. 
Such barter arrangements are called compensation , 5 The use of 

^ For an able discussion of the problem of exchange control, see Ellis, Howard S., 
Exchange Control in Central Europe , Cambridge, Harvard University Press 1041. 

5 Cf, Ellis, op, cit.j pp. 13-17. 
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the compensation method of settlement limits the choices o£ im- 
porters and exporters, since their trade involves the difficulty 
of the “double coincidence of wants/’ The advantage consists, 
however, in the fact that compensation settlements allow some 
trade to continue at times when an unliquidated clearing balance 
makes further use of clearings impossible. 

A second reason for the creation of bilateral clearing agreements 
is found in the attempt of owners of old blocked accounts to 
realize something more substantial on their claims than unfulfilled 
promises. To accomplish this, these creditors to whom debts are 
owed by the control country must arrange to have their govern- 
ment set up a central agency to handle payments due the debtor 
country on current imports. Under this arrangement, importers 
in the creditor country make payment to the central agency in 
their own country instead of remitting directly to the exporter 
in the exchange-control country. Before paying the funds to the 
foreign exporter, the creditor country’s central agency will deduct 
something for payment to holders of blocked accounts. I11 this 
manner, the creditors receive partial payment from the proceeds 
of the debtor country’s exports. But, quite naturally, the debtor 
will not submit to this use of its exports to liquidate blocked ac- 
counts unless its trade with the creditor country is considered 
vital. Hence, creditor countries that are good markets and have 
an unfavorable balance of trade with the debtor are most likely 
to succeed in arranging for liquidation of blocked credits abroad. 6 
Chart 29 shows the working of such agreements. The price of 
these agreements is the establishment of a similar agency in the 
debtor country, to which payments are made for imports from the 
creditor country. 

Trade Discrimination Through Controlled Exchanges 

Trade discrimination is not a new thing in international eco- 
nomic relations. Trade agreements as well as unilateral action 
may be the basis for discrimination. Trade discrimination com- 
monly involves giving preference to imports originating in one 
country over those from other countries. The preference may 
arise out of political ties or out of the economic necessity of favor- 

6 League of Nations, Enquiry into Clearing Agreements, 1935. pp. 11-13. Cf. 
also International Currency Experience, League of Nations, 1944, Chapter VII. 
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Ing Imports from countries which in turn provide a vital export 
market. 

The devices by which discrimination is shown include (1) estab- 
lishment of quotas on imports from countries discriminated 
against; (2) discriminatory tariffs against imports from such coun- 
tries; and (3) use of exchange control. Our interest here lies in 
the use of exchange control as a method of diverting trade into 
approved channels. 


Country B, 

Country A Holding Blocked Balances 

of Country A 



Chart 29. Illustration of Bilateral Clearing Agreement in Which One Country 
Receives Payments on Blocked Balances Held by the Other. 


The power of discrimination through exchange control . Ex- 
change control involves the purchase by the control authority of 
all or part of the foreign exchange arising from export transac- 
tions. Importers, wishing to buy foreign goods, must purchase 
from the control authority the foreign exchange necessary for pay- 
ment. The control agency must then decide not only the appro- 
priateness of the import of particular commodities but also the 
further question of the appropriateness of the origin of the goods. 
If it wishes to discriminate against the imports from a particular 
country (1) it may refuse altogether to sell exchange for the pay- 
ment of such imports; (2) it may limit the amount of foreign ex- 
change it will sell for purchases from the country discriminated 
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against; and (3) it may charge a discriminatory price for exchange, 
higher than that charged for exchange used to pay for imports 
from more favored countries. An example of this discrimination 
is found in the practices of Argentina, which has sold foreign ex- 
change at low, favorable prices for payment for imports from 
England, with which she has an export surplus. In contrast, 
imports from the United States have had to be paid for with ex- 
change bought at a higher price in the free market or at less 
favorable official rates. 

Multiple exchange rates . Exchange control countries have fre- 
quently found it desirable both for purposes of discrimination and 
for other reasons to maintain different foreign exchange rates for 
different commodities and for trade with different countries. 
The “official” rate is generally set to give a high foreign exchange 
value for the domestic currency, a value that frequently results 
in overvaluation. Such a rate, of course, tends to discourage ex- 
ports and to encourage imports. Exporters of commodities en- 
joying a strong foreign demand are required to sell their foreign 
exchange receipts to the central control authority at the official 
rate. This restriction is somewhat unfavorable to the exporters 
save for the possibility that they may require a higher price of 
the foreign buyer. It is of advantage to the control authority in 
that it is thus able to acquire foreign exchange at a relatively low 
price in terms of domestic currency. For example, Argentinian 
exporters of grains and meats were required to sell their foreign 
exchange receipts at the official rate. Importers of approved 
goods or goods originating in favored countries were allowed to 
purchase foreign exchange at the official and, to them, favorable 
rate. On the other hand, exporters of commodities having a weak 
foreign demand were allowed to sell their foreign exchange bills 
iri the free market or at a controlled rate more favorable to ex- 
porters. Importers of less favored commodities or from less 
favored countries, in turn, were required to buy foreign exchange 
in the more costly free market or at a higher and less favorable 
official rate. 7 

The official rate of exchange sometimes intentionally is set so 
as to overvalue the domestic currency in the belief that the control 


7 Cf. Wiley, Jay W., Some Problems of Foreign Exchange Control in Argentina , 
(Abstract of Thesis, University of Illinois), 1948, pp. 3-3. Also League of Nations’ 
International Currency Experience, 1914, p. 174. 
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country may thus be able to improve the “terms of trade’’ with at 
least part of the outside world. This means simply that a larger 
quantity of necessary imports may be obtained in exchange for 
available exports. The possibility of gain from this source rests 
in the ability of the control country to continue to sell its exports 
in spite of the higher cost to the importing country arising from 
the overvaluation of the control country’s currency. The possi- 
bility of achieving this beneficial result may arise out of economic 
duress imposed by a stronger control country upon its weaker 
satellites or because of a sellers’ market for exports such as existed 
in the world following World War II. But in the less favorable 
markets it is necessary to allow the exchange value of the currency 
to depreciate in order that exporting may be carried on. The 
practice of maintaining multiple exchange rates can be explained, 
therefore, both by the desire to engage in discrimination and by 
the hope of improving the terms of trade. 

Control Over Exchange Transactions During Wars 

The threat of war introduces powerful disturbing forces in the 
form of capital flight. Even a fund as large as the British Ex- 
change Equalization Account was necessarily helpless in the face 
of such a flight of capital as that induced by the threat of a general 
European war or by its actual appearance. When the Munich 
crisis of September 1938, induced a heavy flight of capital from 
European countries to the United States, the pound fell in value 
from $4.92 in July to $4.75 the following November, in spite of 
the fact that the British Exchange Equalization Account sur- 
rendered over £200,000,000 in gold (roughly $1,000,000,000). 
The crisis leading to the declaration of war on Germany by Eng- 
land and France in September 1939, again compelled the Account 
to export large amounts of gold to support the pound. Even so, 
the pound declined in value from $4.68 in July 1939, to $3.99 in 
September. 

The actual outbreak of war itself was the signal for both Eng- 
land and France to abandon attempts to control exchange rates 
by means of the operations of the exchange equalization or stabili- 
zation accounts in free exchange markets. Instead, they both 
promptly established exchange control regulations. In England, 
all dealings in foreign exchange were concentrated in the hands 
of authorized dealers operating under'' the control of the Bank of 
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England. Control was gradually extended until foreign-owned 
balances were blocked and the purchase o£ foreign exchange was 
permitted only to pay for essential imports. The exchange con- 
trol measures included the fixing of an official buying and selling 
rate for foreign exchange with the dollar rate slightly above $4.00 
per pound. This fairly dear pound and cheap dollar rate had the 
advantage of keeping down the costs of imports. The official rate 
was maintained by combining direct restraint upon capital exports 
and unnecessary imports, with a judicious use of the Exchange 
Equalization Account’s gold supply. 

Meeting wartime pressure on the balance of payments. In time 
of war a country must necessarily devote its maximum efforts to the 
war’s needs. Hence exports shrink while at the same time im- 
port requirements increase. The resulting adverse balance of 
payments must be met in some manner. England adopted a 
number of expedients. First, through the Exchange Equaliza- 
tion Account, it exported gold. Second, it commandeered from 
its own citizens securities readily salable in foreign money mar- 
kets, where they were sold or used as loan collateral. Third, 
mutual aid agreements with Canada and lend-lease assistance from 
the United States later cared for the import surplus from these 
sources. Finally, arrangements were made with all the countries 
of the Sterling Bloc and with other important supply sources 
whereby they agreed to accept payment for goods and services sold 
to England in the form of blocked sterling balances. Moreover, 
all dollars received by members of the Bloc from sales to the 
United States were pooled and placed at the disposal of the British 
control agency for allocation to uses believed to be most urgent 
from a military standpoint. 

The sterling balances accumulating to the credit of these coun- 
tries were used, in part, to retire debts owed by them to England 
at the start of the war. Even so, at the war’s end the net claims 
in blocked sterling accounts held by members of the Sterling Bloc 
and other countries amounted to over three and one-third billion 
pounds or nearly fourteen billion dollars. Since these balances 
were not convertible into other currencies, -members of the Ster- 
ling Bloc could purchase* from -the Uhited^States only the- limited 
amount allocated to- them out of the "dollar .pool.” Subject -to 
the strict wartime limits on trade, a certain degree of multilater- 
alism existed am'ong members of the Bloc, since sterling could be 
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transferred in settlement of trade and other obligations among 
them. 

During the years following the Avar, many countries experienced 
great difficulty in building up their exports to the point where 
their import requirements could be met Particularly did they 
have trouble in exporting sufficient quantities to the Western 
Hemisphere to provide enough exchange to purchase imports that 
had to be paid for in “hard currencies/' especially dollars. There- 
fore the return to free convertibility and multilateral trade had 
to be postponed and exchange controls and bilateral trading agree- 
ments continued to dominate postwar foreign trade. Some of the 
problems of the postwar period will be examined in Chapter 36. 

The Effects of Exchange Controls 

One of the frequent consequences of direct exchange control 
during depression is the establishing of an official rate that tends 
to be higher than the equilibrium foreign exchange rate. Thus, 
exports languish, imports are stimulated, and the problem of an 
adverse balance of payments reappears in the form of an inability 
to bring current export and import items into balance. This 
situation calls for remedial action, which may take the form of 
surcharges on imports from which export bounties may be granted. 
Moreover, the shortage of foreign exchange makes it imperative 
that unnecessary imports be held in check in order that needed 
imports may be had in the desired amounts. This, in turn, re- 
quires the allocation of foreign exchange to those importers whose 
claims seem most impressive to the ears of the exchange-control 
authorities. Thus, the interference with the internal economic 
functions, through the subsidizing of exports and the restraints 
upon imports, becomes more and more disturbing. 

The use of clearing agreements places yet more interferences 
in the natural channels of international tirade. Under such agree- 
ments, trade tends more and more to become strictly bilateral, 
since purchases from countries with which such agreements exist 
tend directly to promote exports. Purchases from countries with 
which no agreements exist must be kept at a minimum to husband 
the scarce supply of free foreign exchange required for such neces- 
sities as must be purchased abroad in free exchange markets. 
This tendency decreases the normal trade between the control 
country and third countries, to their mutual disadvantage. 
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Moreover, creditor countries that are parties to clearing agree- 
ments may find it difficult to collect adequate amounts on blocked 
accounts without increasing still more the size of their adverse 
balance o£ trade with the debtor countries. If, during depression 
at home, an expansion of the creditor’s imports seems undesirable, 
it may adopt the alternative method of placing restraints upon ex- 
ports to the debtor country. Again, this reduces trade between 
nations. It is not surprising, therefore, that most governments 
answering the inquiry of the League of Nations stated that they 
considered the clearing agreements a necessary evil, which they 
soon hoped to abandon in favor of the normal methods of interna- 
tional trade. 8 Nor is it surprising that the League of Nations 
Committee which carried oil the investigation concluded, “The 
present situation proves beyond all doubt that the control of debt 
settlement by exchange control does not achieve its object. Ex- 
ports, and consequently the actual settlement of debts, are thereby 
made more difficult. 0 


Questions for Study 

1. Why is stability of exchange rates considered important? Turn 
back to page 44 and study Chart 1. What type of exchange rate 
stability was sought by the sterling area countries in the 1930*8? 

2. How can the foreign exchange value of a currency be maintained 
at a certain selected point? 

3. Why is the foreign exchange value of a currency sometimes de- 
pressed below the equilibrium point? 

4. Why did England create the Equalization Account in 1932? 
How did it operate to stabilize the pound? Did the Account ap- 
pear to attempt to maintain the pound above or below equilibrium? 

5. What was the American Stabilization Fund? What did it ac- 
complish? 

G. Can you explain why some European countries refused to depre- 
ciate their currencies during the depression of the lg^o's? 

7. Comment on the relative eflectiveness of (a) depreciation and (b) 
deflation as methods of meeting adverse balances arising from 
depression. 


s League of Nations, Enquiry into Clearing Agreements, 1935, p. 17. 
Q Ibid., pp. 18-19. 
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8. Why is the establishment of controls over capital exports a first 
step in the direction of exchange control? Why are blocked 
accounts a necessary part of controls over capital export? 

g. What was the outstanding example of blocked currencies of the 
1930’s? Why did Britain find it necessary to block the war-time ac- 
cumulation of sterling balances belonging to other members of 
the sterling bloc? 

10. Why did the German mark become overvalued in the 1930’s? 
What further action did this require? 

11. What are bilateral clearing agreements? How are they related to 
a lack of adequate gold or other internationally accepted currency? 

12. Why do bilateral clearing agreements tend to restrict the volume 
and effectiveness of world trade? 

13. a) Do you understand how exchange controls are used to dis- 

criminate against imports of certain kinds? 
h) How is this a substitute for import restrictions imposed by a 
fall in the exchange value of the country’s currency? 
c) Assuming that imports must be reduced to establish equilib- 
rium in the balance of payments, which method is preferable? 
Can you defend your answer? 

14. What are multiple exchange rates? Why are they used? 

15. Why did the outbreak of war compel England and France 10 adopt 
controls over exchange transactions? 



3.5 


Exchange Depreciation, 1929-1949 


In the preceding chapter we examined the various ways in 
which governments have interfered in the foreign exchange mar- 
kets. These interferences range all the way from mere stabilizing 
efforts to offset speculative disturbances to complete control. 
Closely related to the problem of exchange control is that of ex- 
change depreciation, which at times has involved direct inter- 
ference by governmental agencies in the foreign exchange market. 
Between 1929 and 1949, the world saw an almost fantastic devel- 
opment of the use of exchange depreciation on the part of coun- 
tries attempting to solve their economic problems. 

Purposes behind depreciation of currencies. We are already 
familiar with the important relation between a country's foreign 
trade and the foreign exchange value of its currency. Too high 
a value (overvaluation) causes exports to stagnate and encourages 
imports with the result that an adverse balance of payments con- 
stantly tends to develop. Such an adverse balance, when of a 
chronic nature, threatens a country’s international currency re- 
serves, and in addition, must ultimately tend to cause depression 
of prices and employment. On the other hand, too low a value 
of a currency in the foreign exchange markets (undervaluation) 
stimulates exports, checks imports, and encourages domestic out- 
put and employment. 

The purposes that induce countries to take steps to depreciate 
the foreign exchange value of their currencies, therefore, are in- 
timately related to their balance of payments problems. During 
the depression of the 1930% two urgent reasons existed for under- 
taking currency depreciation. First, the depression in industrial 
countries caused a severe fall in the value and quantity of the 

62 r 
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exports of raw-maLerial-produciiig countries. Furthermore, such 
countries were generally capital importers (borrowers) from the 
industrialized areas of the world and the depression tended 
abruptly to shut, off the inflow of capital. Consequently these raw 
material countries found it undesirable and even impossible to 
bring their balance of payments into equilibrium through internal 
price deflation. In the face of shrinking international currency 
reserves (gold and foreign exchange), they felt compelled to aban- 
don the existing exchange rates and to permit their currencies to 
depreciate. In addition, they frequently found it necessary to 
supplement the effects of depreciation by tariffs and quotas on 
imports. 

A second and often more powerful motive behind depreciation 
in the i93o’s was the desire, in the face of acute depression, to 
undervalue the currency to a point where exports would expand 
and imports shrink sufficiently to create a favorable balance of 
payments. The reason for this desire stems from the well recog- 
nized fact that a favorable balance of payments stimulates domestic 
employment. It is obvious to anyone that if exports can be in- 
creased and imports reduced, there will be more employment at 
home. Oi, to use a somewhat more sophisticated analysis, a favor- 
able balance, if achieved, injects into the domestic income flow 
an amount of funds equal to the favorable excess. This occurs 
whether gold and other acceptable forms of funds are "shipped in” 
in payment or the excess is financed by the extension of credit. 
The increase in income so generated is subject to the well-known 
"multiplier” effect. It is not surprising, then, that individual 
countries have frequently sought to benefit themselves by under- 
valuing their currencies. To be sure, undervaluation by one 
country tends to make other countries’ currencies overvalued, so 
that the policy of undervaluation through exchange depreciation 
came to be known as a "beggar-my-neighbor” policy, or "exporting 
unemployment.” Little wonder that exchange depreciation in- 
vited retaliation, and that in the 1930’s competitive exchange de- 
preciation became commonplace. 

The year ig^g brought a new wave of currency depreciation. 
Britain and the other sterling area countries led the way with de- 
valuations of 30.5 per cent in terms of gold parities. They were 
followed by varying degrees of depreciation in Canada, Egypt, 
Israel, Argentina, Uruguay, and all of Western Europe. The 
reasons for the devaluations of 1949 were unlike those of the 
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iggo’s. In 1949, domestic unemployment, although a threat in 
parts of Western Europe because of clearing and exchange diffi- 
culties, was not the motive behind devaluation. Indeed, Britain 
was in a state of full employment. The devaluations or exchange 
depreciations of 1949 grew out of the so-called dollar shortage , 
which plagued the postwar world. Britain and Western Europe 
■were especially hard pressed to pay for their imports from the 
dollar area, the United States in particular. The reasons for this 
difficulty are numerous and will be examined in greater detail in 
Chapter 38. This dollar shortage, or gap in the balance of pay- 
ments, has been filled (1948-1950) by Marshall Plan aid. But be- 
cause such aid was scheduled ultimately to come to an end, drastic 
steps, designed to close the gap, seemed necessary. Obviously one 
possible solution lay in the use of depreciation of currencies in 
terms of gold and the United States dollar. 

Methods used to bring about currency depreciation . The de- 
preciation of a currency may be accomplished in a number of 
different ways. First, in cases where depreciation is used to cor- 
rect overvaluation, all that may be necessary is the removal of 
existing controls that have operated to maintain the currency in 
its overvalued position. In 1931, the depreciation of the British 
pound was accomplished by the simple expedient of removing the 
peg of gold convertibility. The normal market forces, aided per- 
haps by speculative operations, provide the force that drives the 
exchange value of such a currency down toward its equilibrium 
level. Second, the natural forces mentioned above may be sup- 
plemented by actual or threatened inflationary measures that en- 
courage speculative selling or flight of capital and thus drive the 
currency value below its equilibrium level. Third, the exchange 
value of an inconvertible paper currency may be driven down by 
its sale in the foreign exchange market by the central bank. Fi- 
nally, currencies with gold parities may be "devalued” and the 
exchange values thus reduced in terms of other gold currencies 
whose parities have remained unchanged. The devaluation of 
the dollar in 1934 was accomplished in this manner. Likewise the 
currency devaluations of 1949 were also carried out by changes in 
gold parities, 

The Results of Currency Depreciation During Depression 

The reasons for currency or exchange depreciation fall into two 
main categories: (1) to correct for overvaluation and thus restore 
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equilibrium in the balance of payments; and (2) to undervalue the 
currency and thus promote domestic employment. To assess the 
results of depreciation, one must both explore the probable and 
possible results by theoretical analysis, and so far as possible, study 
the actual historical consequences. 

Because the 1930’s provide material for both theoretical analysis 
and the study of actual events following currency depreciation, 
that period will be examined first. Although in a few instances 
currency depreciation of the 1930’s merely aided in the establish- 
meat of equilibrium, generally there was a definite tendency to 
attempt to undervalue currencies and thus promote domestic em- 
ployment and recovery from depression. Consequently our in- 
quiry into the results of depreciation practices of that period will 
proceed on the assumption that undervaluation was the immediate 
goal and an improvement in employment and prices the ultimate 
goal being sought. 

Results to be expected from undervaluation during depression. 
One can readily appreciate the very real advantages that follow 
the depreciation of a currency that previously has been overvalued 
in the foreign exchange markets. Identical advantages tend to 
appear in the country that intentionally forces down the foreign 
exchange value of its currency below the true equilibrium rate. 
The cheapening of the domestic currency in the foreign exchange 
markets makes exports cheaper for foreigners to buy and at the 
same time makes importing more costly. We are already familiar 
with the way in which the economic forces operate to restore the 
equilibrium rate of exchange once it is disturbed. If exchange 
rates are free to move, adjustments appear quickly through appro- 
priate changes in the rate. If, as is the case with intentional 
exchange depreciation, the exchange rate is stoutly held below 
the equilibrium point, a slower adjustment tends to take place 
through appropriate movements in the level of prices. It is clear 
that so long as prices are not sufficiently adjusted to make the 
new low exchange rate the equilibrium rate, exports are stimu- 
lated, imports a re retarded, and domestic industry is encour- 
aged. 1 Thus, a lag in the adjustment of prices may be considered 


l Even after prices have risen within the country practicing exchange deprecia- 
tion, the beneficial effects are not entirely lost. The initial impetus to business 
recovery may be followed by a general cyclical improvement. A genuine advantage 
from higher prices is found in the improved cost*debt-price relationship. 
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beneficial in promoting domestic recovery. The prices of goods 
that move freely in international trade can be expected to make 
an almost immediate adjustment to the change in the exchange 
rate. Prices of such commodities must necessarily become ad- 
justed so that the difference in price at home and abroad, when 
calculated at the ruling rate of exchange, is no more than the cost 
of transfer from one country to the other. Although this is true, 
the costs of producing such commodities will lag behind their 
prices substantially. Even though export prices rise, the stimu- 
lating effects of exchange depreciation do not disappear so long 
as the lag in costs persists, since exporters retain a relative, com- 
petitive advantage over producers in countries with overvalued 
currencies. If retaliatory action is immediately taken by other 
countries, the realized benefits from exchange depreciation may 
not be so great as anticipated. Such retaliation may take the form 
of (1) exchange depreciation or (2) tariffs and quotas on imports 
from the country practicing depreciation. 

That a movement of the rate of exchange away from equilib- 
rium leads to the operation of forces tending to restore equilibrium 
can hardly be disputed. If the exchange rate is not permitted to 
shift in the direction of equilibrium, the price levels must do so. 
In the latter case, two distinct questions arise: First, how much 
time must elapse before prices may be expected to move to an 
equilibrium position? Second, to what extent will the adjust- 
ment in prices occur inside the country with depressed exchanges 
as compared with price adjustments occurring in the outside 
world? Both of these questions are pertinent to any attempt to 
evaluate the effectiveness of exchange depreciation as a recovery 
measure. 

The lag between exchange depreciation and changes in the 
price levels required to make the new rate of exchange an equilib- 
rium raLe must necessarily depend upon the circumstances. To 
b& sure, the prices of goods moving directly in international trade 
will be immediately adjusted so that the difference in price, com- 
puted at the ruling rate of exchange, will differ between countries 
by no more than the cost of transfer. Yet the fundamental costs, 
the prices of the factors of production, may change much more 
slowly. If the country that depreciates its exchange rate is plen- 
tifully supplied with idle factors of production or factors that 
may readily be switched from other industry to the making of 
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exports, the increased price of exports will have but little imme- 
diate effect upon the price of the factors. Since countries that 
tried voluntary exchange depreciation in the iggo’s were coun- 
tries in the throes of depression, one might well expect a con- 
siderable lag between an increase in prices and costs. Similarly, 
the higher costs of imports resulting from exchange depreciation 
encourages home production with little effect on costs. Evidence 
of the existence of a very substantial lag of costs behind price 
movements is presented in Table 30 on page 629. 

Will voluntary exchange depreciation raise domestic prices? 
Because of the attempt made to raise prices by devaluating the 
dollar in 1933-1934, the effectiveness of voluntary exchange de- 
preciation as a means of raising domestic prices has been the sub- 
ject of much controversy in the United States. Although changes 
in import and export prices are bound to occur, there is little 
reason to expect anything like a proportional change in the funda- 
mental price structure of a country that devalues its currency. 
In a small country, where imports and exports play a large part 
in the total economy, the adjustments in import and export prices 
tend to cause substantial adjustments in the total price level. On 
the other hand, in a large country like the United States, where 
foreign trade is relatively small as compared with domestic trade, 
the effect on the general level of prices is unlikely to be of any 
great immediate importance. 

The effect of devaluation on a country’s price level depends 
also on whether price adjustments take place in the domestic 
market or in foreign markets. It should be obvious that one 
cannot forecast accurately whether equilibidum will be restored by 
an increase in prices and costs within the country practicing ex- 
change depreciation, or by a fall in prices in the outside world. 
Nevertheless, there are certain conditions under which one effect 
is more probable than the other. If we enumerate the conditions 
that operate in favor of and against the rise of domestic prices, 
we shall be in a better position to evaluate the probable effects 
of exchange depreciation on the price level. 

Under the following conditions, exchange depreciation should 
tend to bring about a relatively large internal rise in prices: 2 3 


2 Harris, S. E., Exchange Depreciation , Cambridge, Harvard University Press, 

1936, Chapter II. 
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1. When exports constitute a relatively small part of the world 
trade in that commodity. This situation makes for an elastic 
demand for the country’s exports. 

2. When its exportable goods are largely produced for export 
and constitute but a small fraction of the purely domestic trade. 
This makes for a relatively inelastic supply, since a rise in export 
prices cannot attract large supplies fiom the home market into 
the foreign market. 

3. When the domestic demand for exportable goods is inelastic, 
so that a rise in export prices will not be able easily to attract 
supplies from the domestic market. 

4. When the supply of the same exportable products is elastic 
in other countries producing the same things. Thus, the in- 
creased exports of the country practicing exchange depreciation 
will have less depressing effect on world markets than otherwise, 
because of the ready shrinkage of supply from other sources as 
world prices weaken. 

5. When the number of countries attempting simultaneous use 
of exchange depreciation is small. This arises from require- 
ment (1). 

6. When foreign trade commodities make up a large part of 
those entering into domestic trade. If a small country is de- 
pendent upon its foreign trade to such an extent that nearly all 
of its domestic trade is intimately tied up with import and export 
commodities, the general price level will respond quickly to 
changes in import and export prices. 

On the other hand, exchange depreciation should tend to de- 
press foreign prices rather than raise domestic prices when: 

1. Domestic supplies of export goods are elastic. 

2. Foreign demand for such goods is inelastic because of few 
alternate sources of supply. 

3. The number and size of countries engaging in currency 
depreciation are large compared with the importance of countries 
not indulging in the practice. 

One may, therefore, expect that exchange depreciation prac- 
ticed by a small country whose exports consist of widely produced 
staples and whose imports consist of goods having an elastic supply 
would be very effective in raising import and export prices within 
that country. As a recovery measure, it might be recommended 
for such a country. Moreover, the imports and exports of a small 
country directly affect domestic trade and the whole domestic 
economy to a much greater degree than is the case with large 
countries. Being small, such a country might safely engage in 
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exchange depreciation without stirring up opposition abroad in 
the form of tariffs and quotas against exchange dumping. This 
policy practiced by a small country is more likely, therefore, to 
raise internal prices than to depress world prices. 

But when a large country engages in exchange depreciation, 
there is less likelihood that domestic prices will rise and more 
likelihood that prices abroad will fall. The imports and exports 
of a large country have relatively greater weight in the world 
markets and, therefore, are more likely to cause a shift in foreign 
prices. Exchange dumping by a large country will invite re- 
taliatory action on the part of other countries. Furthermore, the 
greater the number of countries involved in exchange deprecia- 
tion, the less will be the likelihood of domestic price increases. 
If all countries were to make the attempt to depreciate their cm- 
rencies at the same time and to the same extent, all advantage 
would disappear. Therefore, England in 1931 had a better 
chance to raise its price level by resort to exchange depreciation 
than did the United States in 1933, when the countries still ad- 
hering to the old parities were limited to the Continental Gold 
Bloc. 

The Behavior of Prices Following Currency Depreciation 

OF THE 1930’s 

A considerable amount of statistical evidence has been as- 
sembled in respect to the price movements which have accom- 
panied exchange depreciation. 3 Studies of this sort have been 
made for the purpose of measuring the degree of price adjustment 
that has followed depreciation and the extent to which domestic 
prices have been favorably affected and foreign prices adversely 
affected. Evidence of a lag in cost and price adjustment would be 
a favorable factor. Also should it appear that the predominant 
result of exchange depreciation is to depress foreign prices and 
to intensify depression abroad, the domestic advantages of such 
action are likely to be small. 

The lag of price level adjustment to exchange depreciation in 
the ipio J s. In Table 30 we have Professor Harris’ calculation 


s For example, see Harris, S. E., Exchange Depreciation,' Gilbert, Milton, Currency 
Depreciation and Monetcoy Policy, Philadelphia, University of Pennsylvania Press, 
!939i an ^ Silverstein, Nathan L., “American ^Devaluation: Prices and Export Trade/* 
American Economic Review , June 1937. 
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of the percentage adjustment of prices to exchange depreciation. 
His figures show not only that there was a very great lag in the 
adjustment of wages and costs of living, but that even import and' 
export prices showed a remarkably incomplete adjustment. But 
it is highly improbable that import and export prices in fact 
failed to adjust themselves rapidly to the exchange rate. Hence, 

TABLE 30 


Percentage Adjustment to Exchange Depreciation of Wholesale Prices, 
Wages, Cost of Living, Import Prices, and Export Prices * 


Numbei of 
Countries 
zuiih Ex- 

Price Index change De- 

CJsed predation 

Amount of Average Adjustment of 
Prices in Per Cent of Exchange 
Depreciation up to and Including : 

YEAR YEAR YEAR YEAR 

I II III IV 

Wholesale prices 

(Compared with 5 gold 
standard countries) 

8 

‘ +25 

+32 

+40 +42 

Wholesale prices 

(Compared with France) 

8 

+ 8 

+23 

+28 +36 

Cost of living 

(Compared with France) 

9 

4 

+ 2 

0 — 1 

Wages 

(Compared with France) 

11 

+ 1 

+ 2 

- 2 — 4 

Import prices 

(Compared with France) 

11 

+68 

+50 

+56 .... 

Export prices 

(Compared with France) 

11 

+60 

+37 

+37 


* From Harris, S. E., Exchange Depreciation , Cambridge, Haivard University 
Press, 1936, p. 69. Quoted by permission of the President and Fellows of Harvard 
College. 

The price adjustments given in the above table were calculated by computing 
the average net price adjustment between the countries with depreciated currencies 
and gold standard countries, and comparing the net price adjustment with the 
average amount of currency depreciation. For example, if prices in the United 
States lose 37 per cent and prices in France fell 10 per cent, the rise of prices in 
the United States over prices in gold standard France was or 30 per cent. 
If, owing to devaluation of the dollar, the rise in price of dollars in terms of gold 
francs was 70 per cent, relative prices in the United Slates should have shifted by 
the same amount lq have made a complete adjustment to the depreciation of the 
dollar. The percentage ratio of the actual price adjustment to the depreciation 
of the dollar, accoi'ding to our example, would be or 49 per cent, which may 
be taken as the percentage of the adjustment of prices to exchange depreciation. 
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there must be some explanation for the discrepancy in the cal- 
culated measures of adjustment. Harris suggests, first, that the 
movement of prices required to restore equilibrium with the new 
rate of exchange was not so great as indicated by the amount of 
exchange depreciation. He explains this on the grounds that in 
all probability the rate of exchange before depreciation was some- 
times too high for the existing price levels, and the currency was 
therefore overvalued. Part of the fall in the exchange rate merely 
compensated for the previous overvaluation and to that extent did 
not require any price adjustment. Second, Harris suggests that 
exporters in countries that did not depreciate their currencies 
made special price concessions to buyers in depreciated-currency 
countries. In fact, therefore, there was a greater fall in the prices 
of exported goods in countries remaining on the gold standard 
than was indicated in the published price data. Finally, since a 
great deal of the foreign trade of countries practicing depreciation 
was with each other, calculations of price adjustments between 
them and France alone could hardly be expected to show 100 per 
cent adjustment. Items of foreign trade that moved solely be- 
tween countries with depreciated currencies naturally influenced 
the calculated movements of import and export prices of those 
countries. Yet prices of such commodities would be little affected 
by a fall in exchange rates on the Gold Bloc countries. To make 
a valid calculation of price adjustments, only the prices of those 
things that enter the trade with the Gold Bloc countries (or 
France, as the case may be) should be included. One may con- 
clude that the real gains reaped from undervaluation were actually 
considerably less than might be expected in view of the apparent 
lag in price adjustment. Moreover, Harris’ evidence gives no 
clue to the offsetting effects of rising barriers against imports 
erected by countries threatened with “exchange dumping” by 
neighboring countries having undervalued currencies. 

Behavior of prices in countries with and without exchange de- 
preciation. A comparison of the movement of prices in coun- 
tries that depreciated their currencies with price movements in 
other countries may throw some light upon the effects of exchange 
depreciation. This comparison is shown in Chart 30. It is clear 
that countries that abandoned the gold standard and depreciated 
th^ir currencies were promptly relieved from the pressure of fall- 
ing prices. Equally clear is the fact that prices continued to fall 
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in the countries that remained on the gold standard without de- 
valuation. How are these results to be interpreted? 

If one favors the view that intentional exchange' depreciation 
is a desirable national policy, the evidence supports this position. 
Exchange depreciation offers a way for individual countries to 
break away from the vicious cycle of deflation and to improve 



their domestic situations during periods of severe, world-wide 
depression. When exchange depreciation results in the under- 
valuation of the domestic currency, exporters are given an oppor- 
tunity to seize a larger fraction than before of the reduced volume 
of international trade. If one washes a less selfish justification for 
devaluation, he may find it in the valid argument that exchange 
depreciation that results merely in the decline from an over- 
valued rate to one of true equilibrium will stimulate foreign trade 
and assist in general world recovery. 

If, on the other hand, one is inclined to believe that deliberate 
undervaluation of a currency is objectionable because of its de- 
pressing effects upon other countries, he can interpret the evi- 
dence in Chart 30 to support this view. For it may be argued 
that a world-wide recovery in prices was prevented by the whole- 
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sale currency devaluations that accompanied the departure of 
England from the gold standard in 1931 and the devaluation of 
the dollar in 1933- 1934* The decline in prices in the remaining 
gold standard world may he directly traceable to the depressing 
effect of devaluation or exchange depreciation elsewhere. There- 
fore, since depreciation resulted in an increased deflation and 
depression abroad, the benefits claimed for it are largely illu- 
sory. 

Evidently, one can hardly reach any very conclusive results by 
observing only the behavior of prices following exchange deprecia- 
tion. On the face of it, the evidence supports either of the above 
arguments. To understand the effects of depreciation, it is neces- 
sary to examine the whole problem in more detail. For example, 
to measure the beneficial effects of exchange depreciation in Eng- 
land requires some knowledge not only of the movement of export 
and import prices within the country, but also of the changes that 
occur in the volume of trade, the condition of business, and em- 
ployment. Furthermore, a satisfactory answer is needed to the 
question of whether the continued decline of prices in the coun- 
tries remaining on gold can be ascribed to independent forces 
operating inevitably because of the stage of depression in which 
the world found itself, or to pressure arising from exchange de- 
preciation. For if the world was about to enter a recovery phase 
and was prevented from doing so because of the depressing effects 
of currency depreciation, the gains derived from the depreciation 
would be zero or even negative, since all countries, including those 
adopting depreciation, would have participated in the general 
recovery. 

The consequences 0/ the depreciation of sterling . England 
provides a specific example of exchange depreciation by a powerful 
country. Between September 1931 and March 1933 the de- 
preciation of the pound in terms of gold amounted to between 
25 and 30 per cent. Even assuming that, before its depreciation, 
the pound was overvalued by about 10 per cent, it is possible that 
it was somewhat undervalued afterward. What, we may ask, were 
the effects of this depreciation upon world prices? First, the de- 
preciation of the pound had no adverse effect upon prices in the 
countries that comprised the Sterling Bloc, for their currencies 
were allowed to depreciate as much as or more than the pound. 
Therefore, the fall in value of the pound may properly be charged 
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not only with any deflationary effects in gold standard countries 
arising directly from the undervalued pound, but also with the 
added deflationary effects of the undervaluation of other currencies 
whose movements followed the pound. 4 

On the other hand, it is entirely possible that the progress of 
the depression in the world at large had resulted in a continuous 
tendency for the pound to become overvalued. Because England 
exports manufactured products whose prices and costs fall rela- 
tively slowly, it is possible that more rapidly falling prices abroad 
had the effect of continuously increasing the overvaluation of the 
pound. If so, the depreciation of the pound by 30 per cent need 
not necessarily have involved any great degree of undervaluation. 
It is possible to obtain indirect evidence of the existence of under- 
valuation of the pound after 1931 by observing what occurred to 
the foreign trade of the gold standard countries. An undervalued 
pound, for instance, must have meant an overvaluation of the 
dollar. Is there any evidence that the American economy was 
suffering from an overvalued dollar between 1931 and 1933? An 
examination of the foreign trade developments in Lhe United 
States seems to show but few signs of overvaluation of the dollar 
at this time. For example, if the dollar were overvalued, there 
should have resulted a relative expansion in imports from coun- 
tries having depreciated currencies, but the facts do not bear out 
this expectation. Between September 1931 and March 1933 
there is little indication that the value of American imports from 
depreciated-currency countries was increased at the expense of 
imports from gold standard countries. Instead, the imports from 
depreciated-currency and gold standard countries fluctuated to- 
gether as business activity fluctuated within the United States. 
Moreover, there is evidence indicating that the value of exports 
from the United States was but little affected by the depreciation 
of the pound. After September 1931, the fall in exports to coun- 
tries having depreciated currencies was paralleled by a decline of 
about equal proportions in the value of exports to gold standard 
countries. True, the exports to gold standard countries fared 
slightly better than those to depreciated-currency countries, but 
hardly enough to indicate any serious deflationary effect arising 
from an overvaluation of the dollar in terms of the depreciated 

4 See Gilbert, Milton, Currency Depreciation , Chapters IV and V, for an analysis 
of this. 
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currencies. 5 This fact suggests that the heavy deflation that con- 
tinued in the United States during 1932 was due primarily, not 
to the undervaluation of the pound, but rather to independent 
deflationary forces operating within the gold standard world and 
within the country itself. Nevertheless, it is highly probable that 
the depreciation of the pound did have some deflationary effects in 
the gold standard countries. 0 

The consequences oj the devaluation of the dollar in 1934* 
The deliberate devaluation of the dollar may be contrasted with 
the depreciation occurring in other countries in that it was not 
forced upon the country by monetary strain or an adverse balance 
of payments. Instead, it was adopted with the idea that it might 
prove valuable as a means of raising domestic prices. • Any gains, 
therefore, were necessarily limited to the advantage derived strictly 
from the improved competitive position resulting from a sharply 
undervalued dollar. The rapid rise in prices in the United States, 
following the abandonment of the gold standard and the under- 
taking of measures designed to cause the dollar to depreciate, has 
sometimes been taken to indicate that devaluation achieved its 
purpose. The movement of prices of farm products, exports, 
imports, and wholesale and domestic commodities, and the rela- 
tion of these price movements to the depreciation of the dollar 
may be clearly seen in Chart 31. It is plainly apparent that the 
prices of import and export commodities rose with the fall in 
the exchange value of the dollar. But it is equally clear that their 
response was almost wholly limited to the first four months of 
depreciation. The further depreciation of the dollar that accom- 
panied the gold-buying policy and the final action of devaluation, 
between August 1933 and February 1934, was at least of the same 

5 Gilbert, op, cit pp. 96-98. 

6 Cf. Gregory, T. E., The Gold Standard and Its Future , 3rd ed. New York, E. P. 
Dutton k Co., 1935, pp. 72-73, where he says, “The high hopes entertained that 
Great Britain's exports would be greatly stimulated have hardly been borne out by 
facts. The special disadvantages of an uncompensated higher cost structure had 
indeed disappeared, but the cumulative effects of continued world depression, tar- 
iffs and quotas, and the imitation by other industrial competitors, especially Japan, 
has severely limited the direct gain to this country. Since there can hat'dly be any 
doubt that the depression has been prolonged by the uncertainties and difficulties 
caused by the interferences with the free flow of international trade, there are no 
indirect gains. At best it might be argued that Great Britain has been able to 
snatch a rather larger shaie of a greatly shrunken aggregate. Against this possible 
advantage must be set the fact that Great Britain’s action was a considerable factor 
in producing that complex of governmental actions which have impeded recovery.” 
Quoted by permission of the publishers. 
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magnitude as that of the M arch-July period. But during the later 
period, no comparable change in import and export prices oc- 
curred. Furthermore, domestic goods also participated in the 
immediate rise in prices, although they were not exposed to any 
direct stimulation from the cheapening of the foreign exchange 
value of the dollar. It seems probable, therefore, that the price 
movement that developed in the United States after March 1933, 
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Chart 31. United States Price Indexes. March, 1933=100. Source: Gilbert, 
Milton, Currency Depreciation, 1939, p. 124. Reprinted by permission of University 
of Pennsylvania Press. 



was in the nature of a cyclical upswing rather than a result of the 
depreciation of the dollar. Without question, the abandonment 
of the gold standard at that time set the stage for the Administra- 
tion's inflationary efforts, but the general upswing of prices, in- 
cluding domestic prices, which terminated sharply in August and 
was not -continued as the dollar was further depreciated, supports 
the view that the price movement was primarily cyclical in nature. 7 


7 Cf. Gilbert, op , cit,, pp. 117-139, 
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As a recovery measure, the depreciation of the dollar was of 
doubtful value. Unlike the depreciation of the pound, it was not 
needed to correct an overvaluation of the domestic currency, and 
operated to overvalue the currencies of the countries that re- 
mained on the gold standard. The latter were driven in self- 
defense to impose new restraints on imports and to adopt drastic 
deflationary policies. Even so, their gold supply was constantly 
in danger, and the expectation that sooner or later they would 
have to follow the United States into currency devaluation exposed 
their exchange rates to a speculative flight of capital that aggra- 
vated an already difficult position. 8 

In evaluating the general effects of exchange depreciation of 
the 1930’s, Professor Harris, who has made an exhaustive study of 
the problem, concludes that, on the whole, it probably did more 
good than harm, and that it helped rather than hampered eco- 
nomic recovery. 9 He bases his conclusions upon the fact that 
depreciation sheltered countries practicing it from the declining 
price trends in the gold standard world, and gave them some corn- 
competitive advantages due to undervaluation. In a world filled 
with price rigidities, he believes that depreciation is a less objec- 
tionable manner of meeting the difficulties of world depression 
than is deflation. He found that the abandonment of gold and 
the depreciation of the currency were accompanied by an expan- 
sion in world trade and an improvement in the cost-price structure 
within the countries that tried it. Because of the close trade 
relations among the countries that left the gold standard, their 
economic revival expanded the trade among themselves. Their 
capture of an increased share of the world's total trade was more 
the result of an expansion of trade with each other than a gain 
at the expense of the gold standard countries. Nevertheless, some 
gains were realized by paper standard countries at the expense of 
countries remaining on gold. 

Results of Devaluation in 1949 

Unlike the devaluations of the i93o’s, those of 1949 were not 
designed for combatting unemployment and depression. r Rather, 
the critical need was for closing the gap between purchases from 


s ibid., pp, 148-150. 

9 Harris, Exchange Depreciation , pp. xxii-xxiii. 
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and sales to the dollar area. Therefore, the urgent question was 
the extent to which devaluation could contribute to the elimina- 
tion of the dollar shortage. 

If pushed far enough, currency depreciation can hardly avoid 
bringing about a correction of the dollar shortage. It encout'ages 
exports to the dollar area both by making it profitable for ex- 
porters to switch exports from existing markets in the soft-currency 
areas to the United States, and with adequate domestic restraints 
against inflation, by diverting a larger fraction of the domestic 
output from domestic consumption. At the same time, deprecia- 
tion in terms of the dollar must reduce imports from the dollar 
area. This change may be brought about both by diverting im- 
port demand away from the more expensive dollar market into 
other possible sources of supply in soft-currency areas and by a 
general over-all shrinkage of imports. This is not to say that de- 
preciation will provide a palatable and satisfactory cure for the 
dollar shortage. Indeed it probably will not. At a time of full 
employment, exchange depreciation may well cause a reduction 
in employment and a considerable degree of economic dislocation. 
Consequently, it is not hard to see why Britain adopted devalua- 
tion of the pound in 1949 reluctantly and with reservations as to 
the outcome. 

In the last analysis, the success or failure of devaluation must be 
judged on the extent to which it is able to restore equilibrium and 
eliminate the dollar shortage by expanding exports rather than by 
reducing imports. If, after the Marshall Plan and other aid is 
terminated, England and Western Europe are compelled, through 
devaluation, to reduce imports to the point where unemployment 
and falling output are the final outcome, devaluation will be con- 
sidered to have failed. Many gloomy forecasts are based on the 
premise that exports to the United States cannot be expanded by 
devaluation because our demand for foreign goods is inelastic; i.e.j 
our purchases expand less than in proportion to a cut in price. 
Hence, it is argued, Britain, for example, cannot possibly expand 
the value of her exports to America by lowering her prices through 
devaluation of the pound.,, This indeed is a most pessimistic view. 
In answer, one can say only that events may disprove the premise 
of the inelasticity of our demand for British and Western Euro- 
pean exports. Much has been said of the necessity for foreign 
producers to study and cultivate the American market. This 
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effort, more than mere price reduction through devaluation, may 
he expected to tap new reservoirs of American demand. Devalua- 
tion of foreign currencies in terms of the dollar provide a very 
real incentive for foreign producers to cultivate American markets 
more energetically. The bonus in pounds accruing to a British 
producer who expands his sales to the United States will surely 
encourage him to make an honest attempt to switch a larger frac- 
tion of his output from the previously more profitable domestic 
and soft-currency markets. It is not too much to believe, there- 
fore, that a substantial improvement in exports to the United 
States can and possibly may occur. 

The second basis for gloomy forecasts in respect to the results 
of devaluation is that Britain and Western Europe must have the 
imports from the Western Hemisphere and any reduction of im- 
ports arising from devaluation can only cause a corresponding 
decline in consumption and industrial output. To some extent 
this argument is valid. Particularly is it true because of the im- 
possibility of drawing foodstuffs from the surplus producing areas 
now behind the Iron Curtain. Clearly, hope for- good results 
from devaluation depends more on the ability of Britain and 
Western Europe to increase their sales in our markets than through 
reducing their purchases from us. 

Perhaps one last word should be added in respect to the danger 
that price increases within the countries that have devalued their 
currencies will wipe out any possible gains. This danger is of 
course a genuine one. Should labor insist upon and get increases 
in wages commensurate with the rise in the cost of living growing- 
out of the increased costs of goods imported from the dollar areas, 
the gains from devaluation would be lost. For there is no gain- 
saying the fact that devaluation for the purpose of restoring equi- 
librium, in the balance of payments, when stripped of its monetary 
trappings, turns out to be one device, among several possibilities, 
by which a nation may tighten its economic belt, reduce its level 
of consumption, and live within its real income. Its only merit is 
that it offers a way to bring this about without going through the 
tortures of acute deflation or submitting to a constantly increasing 
battery of government controls over economic activity. 
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Questions jor Study 

1. Can you explain why currency depreciation was so generally 
adopted in the Great Depression? 

2. Why is currency depreciation or devaluation sometimes called a 
“beggar my neighbor” policy? 

3. How would a country go about depreciating its currency if it were 
(a) on a paper money standard, (b) on the gold standard? 

4. Under what conditions is currency depreciation most likely to 
stimulate domestic employment? 

5. The United States devalued the dollar in the belief that it would 
aid in raising domestic prices. 

a) What general conditions are needed for such a result? 

b) Does Table 30 indicate that wholesale prices of a depreciating 
country are likely to rise proportionately? 

c) What reasons can you give for expecting only a slight response 
in the United States price level? 

6. Do the Figures in Table 30 indicate the possibility of considerable 
expansion of exports due to depreciation? How does Harris 
explain the lack of complete adjustment to depreciation of import 
and export prices? 

7. Examine Chart 30, Does it prove anything about the results of 
exchange depreciation? 

8. What indirect evidence is there that the depreciation of the pound 
in the early 1930^ did not seriously undervalue the British currency? 

9. Examine Chart 31* What does it indicate as to the probable effect 
of the devaluation of the dollar upon the domestic price level? 

10. How were the reasons for currency devaluation in 1949 different 
from those of the i93o’s? 

11. Can you evaluate the possibilities for success of the 1949 devalua- 
tions as a remedy for the dollar shortage? 
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War and Prices 


The increase in governmental expenditures . The outbreak of 
war normally brings an almost, immediate increase in the expendi- 
ture of the central government. Mobilization expenses must be 
met; troops and supplies must be transported; payrolls mount as 
increasing numbers of men are put under arms. Old training 
camps must be enlarged and new ones built; guns, munitions, air- 
planes, uniforms, food, and other equipment must be swiftly ob- 
tained; the navy must be strengthened. Strong nations frequently 
find it necessary not only to equip their own armies and navies, 
but also to assist in supplying the sinews of war to weaker allies. 
Only when the war is small in scale and of short duration can it 
be carried on without a marked increase in governmental spend- 
ing. 

The volume of governmental spending involved in a serious 
and prolonged war, therefore, creates difficult problems of public 
finance. This is true whether the government purchases its sup- 
plies in open competition with private individuals or whether it 
commandeers the operations of industry. One may visualize the 
seriousness of the problem of financing a war by observing the 
magnitude of the money expenditures of the United Slates during 
the four war years, 1942-1945. During that period the Federal 
government spent approximately 310 billion dollars, 280 billions 
of which v^as for war purposes. 

To finance its war expenditures the government both increased 
its tax levies and its borrowing. During the years of the war, gov- 
ernment borrowing amounted to about two-thirds of the total gov- 
ernment expenditures. 

643 
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Why Borrowing Is Inevitable During Wars 

There are a number of reasons why financing modern wars in- 
volves heavy borrowing. These reasons include: 

1. Taxation is too slow to enable the treasury to obtain neces- 
sary funds to meet the immediate needs. The levying and collec- 
tion of new taxes involves a considerable amount of time, and war 
requirements cannot wait. Borrowing must therefore be used to 
bridge the gap between the time when funds are needed and the 
time when new taxes can be collected. 

2. Actual fiscal requirements cannot be estimated accurately in 
time of war. War budgets commonly turn out to be too small. 
Therefore, in spite of a well-worked-out taxation plan, some resort 
to borrowing is generally necessary to supplement tax income in 
order to meet unforeseen requirements. Furthermore, borrowing 
the current money savings of the public is almost certain to prove 
too slow to meet the urgent requirements, and resort to an expan- 
sion in bank credit can hardly be avoided. To tie down expendi- 
tures during a war to the limits set by the government’s ability to 
levy and collect taxes and to sell bonds to investors would be 
definitely undesirable. The cost of delay in a program of appro- 
priate military action may easily be so great as to outweigh en- 
tirely the inflationary consequence. 

3. Psychologically and politically, it is more expedient for the 
government to borrow funds than to extract them by taxation 
while the war is in progress. 

4.. Closely related to reason (3) is the desire to postpone the final 
allocation of the costs of the war until the actual hostilities are 
over. This does not mean that domestic borrowing actually 
postpones the costs of war. Obviously, this cannot be so. More 
funds can be extracted from the community, however, with less 
complaint by borrowing than by taxation. 

5. There is a definite advantage in expanding the quantity of 
money by inflationary borrowing during the time when an ex- 
pansion of physical output is being sought. 

Why Is Borrowing Inflationary? 

So long as the government borrows only from private savers* 
institutional investors utilizing current savings, savings banks, and 
savings funds of commercial banks, no monetary expansion results 
and the process is noninflationary. But when borrowing is of the 
magnitude of that of World Wars I and II, such noninflationary 
sources will hardly satisfy the need and some resort to expanding 
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bank credit becomes inevitable. Consequently the total money 
supply (currency outside of banks plus adjusted demand deposits) 
expanded by 53 billion dollars during the war years, 1942-1945. 
This constituted an increase of about 1 1 5 per cent. 

Although both world wars led to sharp increases in the supply 
of money and credit, it is worth noting that the process of expan- 
sion took different forms. Reliance upon bank credit to finance 
the sale of United States government securities during 1917—1919 
took two forms. First, the banks themselves were expected to 
absorb their “quota 55 of new issues being offered. Pressure was 
brought to bear upon the bankers in order to assure satisfactory 
participation by their institutions. Second, individual purchasers 
were encouraged to subscribe to bonds in amounts beyond their 
current ability to pay and to make up the difference by borrowing 
at the banks on the collateral of the bonds. Banks were urged to 
lend to subscribers at rates no higher than the interest rate on the 
bonds. It was expected that subscribers to the bonds would be 
able to work off their bank loans out of income before the next 
issue was placed on the market, a process made easier by the credit 
inflation of which these borrowings -were a part. To make cer- 
tain that bonds bearing low rates of interest could readily be sold, 
money rates were kept low by giving the banks access to reserve 
bank credit at favorable rediscount rates. Member banks were 
encouraged to rediscount “war paper’* (customers’ notes given to 
finance the purchase of government securities), whether received 
from the member banks’ own customers or received from a non- 
member bank. They were also encouraged to borrow at the re- 
serve banks on 15-day collateral notes secured by government 
bonds. 

During 1942-1945, the process was different. Attempts were 
made to sell government securities to nonbank investors. Some 
issues were made ineligible for bank purchase, and others could 
be subscribed for by banks only in amounts corresponding to their 
time deposits. Moreover, banks were discouraged from lending 
.to individuals to finance their subscriptions to new issues. Never- 
theless, a large volume of government obligations, particularly 
those with shorter maturities, ivere acquired by the banks during 
the war. Banks were able to acquire an abundant supply of addi- 
tional cash reserves by the sale outright of short-term government 
obligations to the Federal Reserve Banks. This practice was in 
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contrast to that of banks of rediscounting "war paper" during the 
first war. 

Importance of Monetary Expansion During Wars 

At the beginning of World War II, the American economy was 
far from a full employment level. It became most important, 
therefore, to expand employment and output to the maximum. 
This necessitated a sharp increase in the income flow, since an 
expanding employment level could hardly be achieved otherwise. 
This increase, of course, required some monetary expansion. 
Thus an expansion of bank credit based upon government bor- 
rowing provided the required monetary supply needed for a rising 
flow of money income. This rise in money income made possible 
the wage and price incentives required to expand employment and 
output. 

But wartime monetary expansion is by no means an unmixed 
blessing. Gradually, as the war economy gets fully under way, 
the peacetime slack is taken up and output approaches a maximum 
level. But deficit financing of war expenditures continues to 
create an expanding supply of money that can no longer be 
matched by an increased flow of goods. The resulting "infla- 
tionary gap" between the income flow and the value of current 
output at existing prices puts heavy pressure upon the price level. 
Under normal conditions, this gap is quickly closed by rising 
prices as the increasing money income is spent Avoidance of an 
inflationary price spiral built upon this expanding money supply 
thus becomes a major wartime problem. 

Avoidance of Price Inflation 

The objectionable features of price inflation make it highly 
desirable that the inflationary results of war finance be minimized 
as far as possible. There are three avenues of approach to this 
problem. The first is by avoiding an expansion of the means of 
payment. The second is by expanding output of goods wherever 
possible. The third is by outright control of prices. We shall 
examine each of these in turn. 

Prevention of an expansion in the quantity of money . The 
most obvious way to escape monetary inflation is to avoid budg- 
etary deficits by a prompt and drastic program of taxation. This, 
however, is the counsel of perfection, which can hardly be followed 
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by a government confronted by the gigantic task of marshalling 
its full resources for war. Assuming, then, that a government at 
war is almost certain to depend upon borrowing part of the funds 
it needs, are there any ways to prevent such borrowing from be- 
coming inflationary? It is possible to resort to some form of com- 
pulsory saving that will enable the government to borrow out of 
the current incomes of its citizens. One method is a drastic ra- 
tioning of consumers’ goods, which frees a large part of the con- 
sumers’ incomes for investment in government securities. Gov- 
ernment loans that are subscribed entirely out of income thus 
saved are strictly not inflationary* The same result may be ac- 
complished in another way without dependence upon rationing 
of consumers’ goods. Income payments might be diverted at the 
source; that is, part of an individual’s income would not be paid 
in cash, but instead would be transferred directly to the govern- 
ment in exchange for government bonds, which would go to the 
individual in lieu of part of his cash income. In this manner, 
consumption would be curtailed and the remainder of the national 
income would pass directly into the hands of the government. 
The income receiver would receive a claim against future taxes in 
his government bonds. 

In the absence of some such methods as those just described, 
government deficits are almost certain to lead directly to some 
credit expansion. Even so, it is still possible and highly desirable 
to minimize the inflationary consequence by placing barriers in the 
way of private business inflation. One method of holding busi- 
ness investment in check is to maintain interest rates at a high 
level. Thus, new and speculative investment borrowing may be 
kept within due bounds, and some of the extreme, inflationary 
results of war finance may be avoided. But there are serious 
obstacles in the way of a high discount rate policy at such a time. 
First, the Treasury desires to float a large volume of government 
securities at as low a rate of interest as possible. Its influence, 
therefore, inevitably is thrown on the side of low rather than high 
interest rates. Second, there arises the question of the effect of 
high rates of interest upon the expansion of those industries neces- 
sary for the prosecution of the war. Any slowing down of neces- 
• sary industrial effort is clearly undesirable. Therefore, however 
salutary the probable effect of high interest rates upon the non- 
essential industries, there is scant possibility of their adoption as a 
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part of wartime policy. Inflation in the nonessential industries 
must therefore be held in check by other methods. Such methods 
include the rationing of capital and of materials. So long as the 
nonessential industries are not permitted to have access to the 
capital market or to purchase scarce materials needed for essential 
industry, they are not in a position to contribute greatly to an 
inflationary movement. Finally, the most important source of 
wartime inflation is unlikely to be seriously affected by a high 
interest policy. Whether interest costs are high or low, the 
government demands for borrowed funds to prosecute the war 
must be met. There is little reason to believe that voluntary 
saving will show any very marked response to higher rates of 
interest. Therefore, the net result of a tight money policy is 
likely to be an increased cost of financing the war with little 
restraint upon the expansion of money incomes. 

Effect of Price Controls and Rationing 

There are two main reasons for the use of price controls in 
time of war. First, some critical commodities are made relatively 
scarce because of war requirements. Without control over such 
commodities, prices would rise sharply. For example, during the 
first four months of World War I, before price controls were 
started, the index of metal prices rose 34 per cent, foodstuffs in 
general rose over 17 per cent, and wheat rose 30 per cent. 1 Such 
price increases are undesirable for a number of reasons: (1) They 
encourage commodity speculation and hoarding and thus tend to 
withhold badly needed supplies from the market; (2) they unneces- 
sarily increase the cost of the war; and (3) they cause large wind- 
fall profits to accrue to those fortunate enough to possess stocks of 
the scarce goods or facilities for producing them. Moreover, al- 
though high prices are useful in stimulating an expansion of out- 
put of scarce and needed commodities in the long run, they are 
inadequate to induce the rapid and wholesale conversion of indus- 
try to war production in the time required by the emergency of 
war. Instead, recourse must be had to compulsion in some form. 
This may take the form of priorities and allocations of scarce 
materials and even the threat of outright commandeering of in- 
dustry for war purposes. It is the need for price control over 


1 Baruch, Bernard M v American Industry in the War , igsi, pp. 70-71, 
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scarce commodities that is the basis for the belief, advanced and 
acted on at the beginning of World War II, that “selective” price 
controls were all that were needed. 

The second need for price controls arises out of the “inflationary 
gap” mentioned earlier. The constantly rising flow of money 
income, resulting from continuing deficit financing, can be ab- 
sorbed in only two ways. First, prices in general may rise, creat- 
ing all the evils and disturbances that accompany general price 
inflation. Under these conditions the price spiral tends to be- 
come higher and higher and lagging taxes account for a smaller 
fraction of increasing government expenditures. This means that 
a greater volume of government borrowing and hence a greater 
monetary expansion would occur than would be necessary if prices 
were held in check. The second and more desirable way of ab- 
sorbing the excessive money income flow is to hold prices down 
and compel income receivers to accumulate the excess as cash sav- 
ings. This method has the further advantage of making it easier 
for the Treasury to sell noninflationary savings * bonds to the 
public. 

In order to minimize the over-all inflationary effects of the con- 
stantly rising money supply it is necessary to impose rigid over-all 
ceilings on prices and to accompany them with strict rationing or 
allocation of goods in short supply. Wartime price controls pre- 
sent a multitude of problems that we need not consider here. It 
is sufficient to note that so long as there exists a general public 
acceptance of controls as a war necessity, price controls achieve 
their main purpose. For example, the wholesale commodity price 
index stood at 98.8 during 1942 and had risen only to 105.8 for the 
year 1945. Similarly consumers’ goods prices were 116.5 x 94 2 

and rose to 128.4 for 1945. To be sure, these figures cannot be 
taken entirely at face value. They do not allow fully for quality 
deterioration that occurred, nor for the dealings in the black 
markets. Nevertheless, price controls did accomplish their main 
purpose of holding prices in check and minimized the inflationary 
spiral. 

The benefits of price control . The use of price control during 
war has a threefold benefit. First, it avoids, in large measure, the 
distortion of real income distribution likely to result from general 
price inflation. Rationing of consumers' goods assures low in- 
come receivers of their fair share. At the same time, price con- 
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trols help to avoid excessive windfall profits arising from lag- 
ging costs. Furthermore, they minimize work stoppages arising 
from strikes. In the second place, price controls help minimize 
the cost of the war. As a result, the postwar debt burden is much 
less than it would otherwise have been. Third, the postwar infla- 
tion problem is eased by price control. Price control over goods 
purchased by the government obviously reduces the need for in- 
flationary borrowing while the war is in progress and therefore 
reduces by that much the inflationary potential of cash hoards. 
Therefore the country enters the postwar period with a very much 
smaller supply of money than would have been the case without 
controls. Consequently, in spite of the rise in prices certain to 
follow the termination of price controls, the magnitude of the rise 
is still much less than that which would have occurred had there 
been no price control during the war. 

Price Movements After Wars 

There are good reasons, both in theory and experience, to expect 
some price inflation to follow war. In fact, such an inflation 
occurred throughout the world after World War I. Moreover, 
in spite of dire predictions of serious postwar unemployment, 
World War II was followed by a serious inflation of prices. The 
reasons for this are not difficult to see. First, the inflationary po- 
tential existing in the form of cash savings is released with the 
relaxation of controls. This flood of cash, coupled with an ac- 
cumulated shortage of durable consumers* goods, puts heavy price 
pressure upon the limited output. Encouraged by the high level 
of consumer spending, businessmen seek additional funds for ex- 
pansion by borrowing at the banks. This borrowing adds still 
more to the money income stream and puts further pressure upon 
the price structure. Moreover, in many countries, governments 
find difficulty in bringing budgets into balance and this causes 
added inflationary borrowing. Under such conditions it is fruit- 
less to argue that rising production will provide an effective brake 
to inflation. Rather, unless price controls are continued for a 
substantial period after the war, it seems inevitable that a boom 
of substantial proportions will develop, to be followed by a cyclical 
collapse. Basically, the reason for war and postwar inflation lies 
in the unwillingness or inability of governments to raise most of 
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their necessary funds by taxation and noninflationary borrowing 
once a high level of Wartime output has been achieved. 

Questions for Study 

1. Why is it inevitable that governments borrow during wars? 

2. Why, in practice, is war-time borrowing generally inflationary? 
What measures were taken to avoid, somewhat, the inflationary 
results of borrowing during World War II? What do you think 
of the proposal for compulsory savings through pay roll deductions? 

3. To what extent was monetary expansion useful during the early 
months of World War IIP 

4. Why is it easy to justify a low interest-rate policy during wars? 
Under such a policy what steps are required to prevent undue 
private investment? 

5. What reasons can you give for selective price controls? Why did 
they prove inadequate? 

6. In general, how successful were efforts to control prices during the 
war? What sound reasons can you give for such attempts? 

7. It has been argued that war-time price control only postponed and 
did not reduce the ultimate magnitude of price inflation. Can 
you refute this? 

8. Why are postwar periods so often characterized by inflation? 
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Monetary Problems of Postwar Periods: 
After World War I 


Some of the monetary consequences of war were examined 
in the preceding chapter. We saw that in spite of rationing and 
price controls strong inflationary pressures are inevitably built up 
that continue into the postwar period. These inflationary pres- 
sures, in the form of an expanded volume of money, cause sharp 
price level increases if price controls are promptly lifted after 
hostilities cease. If, on the other hand, controls over prices are 
continued, stresses and strains and economic dislocations arise, 
partially due to the inflationary pressure. In either event, the 
currency problem of a country becomes of great importance in 
any attempt to restore normal economic conditions. 

Dual nature of postwar monetary problems. Monetary prob- 
lems following a war involve two main questions. The first is 
how to deal effectively with domestic inflation. The second in- 
volves the establishment of satisfactory relationships between the 
domestic and foreign currencies so that trade with other nations 
may be carried on effectively. The second question, obviously, 
cannqt be entirely divorced from the first. For stabilization of 
the foreign exchange values of a country’s currency requires first 
the introduction of a reasonable degree of stabilization of the cur- 
rency’s home value. 

Stabilization after World War I, After World War I, there was 
almost unanimous agreement as to the proper solution of the 
stabilization problem. The prompt restoration of the gold stand- 
ard became the core of current monetary policy of the times. The 
widespread support of the return to gold is readily understandable 
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in view of the long and generally satisfactory experience with 
the international gold standard before 1914. A restoration of the 
gold standard at the earliest possible time after the wartime inter- 
lude, therefore, seemed clearly indicated as the proper policy. 

The Return to Gold After World War I 

A few voices were raised against the return to the gold standard 
after World War I. J. M. Keynes argued that stability of foreign 
exchange rates offered by the international gold standard might 
well exact too high a price in the loss of England’s opportunity 
to seek domestic price stability through an independent currency. 
Nevertheless, the advocates of the return to gold won out and by 
1928 almost the whole world had been brought back into the 
world gold standard. 

Deflation vs. devaluation in re-establishing gold. Because of 
the absence of the leveling influence of the international gold 
standard, prices of the several countries had risen unequally dur- 
ing the war years, and after the postwar boom and collapse, stood 
at widely different levels. Then, as now, the power and prestige 
of the American gold dollar was tremendous. Restoration of the 
gold standard, therefore, required establishment of gold parities 
for the various currencies that would provide exchange values in 
terms of the dollar, tolerably close to the equilibrium rale. Be- 
cause in the postwar years the British price level was but little 
higher than that of the United States (in comparison with pre- 
war prices) England, on May 13, 1925, restored the convertibility 
of the pound into gold at the prewar rate. Thus the pound-dollar 
exchange rate became again £i=$ 4.86. At the time, many 
Englishmen felt that a restoration of the old gold parity was highly 
important for the maintenance of the pound’s international pres- 
tige. This consideration, they felt, outweighed the adverse effects 
of any possible overvaluation that might result. The unemploy- 
ment that plagued England in the late lgso’s, however, led to a 
widespread feeling that the pound had in fact become overvalued 
by the restoration of its old gold parity and that Mr. Keynes was 
right as to the doubtful merits of adhering to gold. 

The price levels of other countries were often so obviously out 
of line with prices in the United States that attempts to restore 
the old gold parities were out of the question, because of the im- 
possible degree of deflation that such action would have involved. 
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For example, the index of prices in France, in 1926, stood at 700 
(1913 = ioo)> whereas prices in Germany at the etid of the infla- 
tion in October 1923 were 1,380,150,000,000 times as high as in 
1913d Consequently, such countries devalued their currencies, 
that is, adjusted the gold parity downward so as to make the gold 
content correspond to the reduced purchasing power of the mone- 
tary unit. Germany restored gold convertibility in October 1923, 
by issuing a new mark, having the prewar gold value, and offer- 
ing to accept in exchange one trillion of the old, inflated marks 
for one new gold mark. France stabilized the foreign exchange 
value of the franc in 1926 and officially restored convertibility on 
June 25, 1928, with a gold parity of 3.93 cents in American money. 
The subsequent favorable balance of payments that developed in 
France indicated that the new gold parity of the franc caused it 
to be undervalued somewhat in the foreign exchange markets. 

The Adequacy of the Gold Supply 

The return to the gold standard by all of the important indus- 
trial countries of the world after World War I liaised the question 
of whether or not the monetary gold supply was adequate to sup- 
port the existing price level. In 1925, when England returned to 
gold, wholesale prices in the United States stood at a level approxi- 
mately 50 per cent above the 1913 level. Could this price level, 
which might be taken as representative of gold prices in the world 
at large, be maintained in the face of the rising gold requirements 
of countries newly returning to the gold standard? During the 
i92o’s there developed considerable interest in this question. 
The basis for this interest was the belief, widely held, that the 
long-run trend of prices is of great importance in determining eco- 
nomic well-being. More particularly, it is believed that a long- 
run declining level of prices is detrimental because it tends to 
result in longer periods of depression and shorter periods of pros- 
perity than occur under stable or rising prices. If this positive 
relation between falling prices and the length of depressions is a 
real one, then it is vitally important that we know something about 
the probable trend so that appropriate measures may be taken to 
guard against undesirable results. 


1 Graham. F. B., Exchange , Prices and Production in Hyperinflation ; Germany , 
X920-X923, Princeton. Princeton University Press, 1930. pp, 105-106. 
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How calculate the gold output needed to provide stable price 
levels in a gold standard world ? It may be correctly assumed 
that an expanding level of world production calls for an expansion 
in the monetary gold base if price levels are to have long-run sta- 
bility in a gold standard world. Consequently, in the 1920’s, a 
number of studies were made in an effort to discover the rate of 
increase in the monetary gold supply needed for long-run price 
stability. In general, the conclusion reached was that, historically, 
an annual compound rate of increase in the world’s monetary gold 
of about 3 per cent had sufficed to maintain stable world gold 
price levels. Out of these findings grew the commonly accepted 
belief that in the future a 3 per cent annual increase in the mone- 
tary gold supply would be required to maintain prices at a stable 
level. 2 

Two developments since 1930 have made the analysis of the rela- 
tionship of the annual gold output to world price levels academic 
rather than practical. The first was the collapse of prices that 
occurred during the depression of the 1930’s. The second was 
the depression-born abandonment of the gold standard through- 
out most of the world, This abandonment of gold has been car- 
ried over into the postwar period and the prospects of any return 
to the old gold standard appear dim indeed. Nevertheless, the 
attempt to re-establish stable exchange rates in terms of gold, as 
embodied in the International Monetary Fund agreements, may, 
sooner or later, compel the world again to consider the question 
of the adequacy of its gold reserves and how to adapt itself to possi- 
ble shortages and excesses. To be sure, it is unlikely that many 
countries will again tie their central banks rigidly to fixed mini- 
mum reserve requirements, which were so common before 1931. 
But the necessity of holding suitable and adequate amounts of 
gold reseiwes to maintain even short-term exchange stability may 
sometime make the problem of adequacy of the gold supply a 
practical one. 

2 Cf . Cassel, Gustav, Theory of Social Economy , New York, Harcourt Brace Sc Co., 
1934, pp. 441-454. Also see Kitchen, Joseph, “The Supply of Gold Compared With 
the Prices of Commodities/' League of Nations, Interim Report of the Gold Delega- 
tion, 1930. For a conclusion that the 3 per cent figure was excessive, see Hardy, 
Charles O., Is There Enough Gold 1 , Washington, D.G., Brookings Institution, 1936, 
p. 32. 
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The Breakdown of the Gold Standard After 1929 

During the depression of the 1930’s, the world very generally 
abandoned the gold standard that it had so carefully and painfully 
restored during the 1920’s. What reasons, one may properly ask, 
lay behind this action? Fundamentally, the cause may be found 
in the difficulties that grew out of the depression. Not the least 
of these difficulties was the fall in the world level of prices. 

The causes of the collapse in prices and the depression were com- 
plex, as are the causes of any cyclical decline. Nevertheless, at- 
tempts were made to explain the depression, including the decline 
in prices, in terms of the gold supply. Two main types of explana- 
tions based on the gold supply were offered: (1) those involving the 
belief that, in the aggregate, the gold supply was insufficient to 
maintain the postwar price level; 3 and (2) those involving the 
belief that the decline in prices was caused by a maldistribution 
of a gold supply otherwise adequate. 4 

Although these explanations received considerable acceptance 
in some circles, the better view seems to be that the collapse of 
prices and the depression cannot be blamed upon either an accu- 
mulated gold shortage or its maldistribution. It is more useful, 
therefore, to inquire concerning other factors that contributed to 
the breakdown of gold. 

Structural weaknesses of the gold standard of the /psoT The 
painstaking effort to restore the international gold standard had 
hardly been concluded when a turn of economic events took place 
that swiftly led to its collapse and failure. In the summer of 1929, 
some recession in business appeared to cloud the horizon of Amer- 
ican prosperity. It was the spectacular collapse of the stock market 
in October, however, that decisively marked the onslaught of a 
depression of overwhelming and world-wide proportions. 

Three distinct causes contributed to the breakdown of the gold 
standard after xg2g. The first was the structural weakness of the 
gold standard as re-established during the ig2o’s. The second was 
the unfavorable environmental circumstances that surrounded its 
operation. The third was the political resistance to severe de- 


3 Cf, Warren, George F., and Pearson, Frank A., Prices, 1933. 

4 C£. Report of the Committee on Finance and Industry , 1931 (The Macmillan 
Report), p, 67. 
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flation, which appeared to be the price of remaining on gold at 
the old parities. 

The structural weakness of the gold standard of the iqso’s arose 
out of the widespread adoption of the gold exchange standard and 
the central bank practice of “offsetting” gold movements in the 
interest of domestic stability. Though by no means the exclusive 
cause, the gold exchange standard stimulated the appearance of 
foreign-owned short-term balances deposited or invested in the 
central money markets of important gold standard countries. 
Furthermore, its use reduced somewhat the corrective action of 
gold movements, because corrective effects were largely confined 
to the price and credit structure of the gold exchange standard 
countries. 

Still more disturbing to the operation of the gold standard was 
the refusal of central banks to adapt their credit policy to gold 
movements and their pursuance of a policy of domestic stabiliza- 
tion. Before the general restoration of gold in the 1920-1925 
period, little objection could be raised to such a policy when used 
by the Federal Reserve System. Later, the Bank of England and 
the Bank of France also attempted to manage the currencies of 
their respective countries in the interests of internal stability. 
Under these circumstances, the corrective effects of gold move- 
ments upon international price levels were largely lost. 5 

The environment of the gold standard of the igzo’s. Not only 
were there important differences between the postwar and prewar 
gold standard, but there were also important changes in environ- 
mental conditions. These changes, which tended to increase 
rather than lessen the difficulties of maintaining an international 
gold standard, included: 

1. A more troublesome international debt structure. 

2. The great increase in foreign-owned short-term balances held 
in important money centers. 

3. The irregular nature of international lending. 

4. The growth of rigidities in the internal price and cost struc- 
tures. 

The international debt structure of the 1920’$ was heavily 
loaded with loans and obligations not originating in any expansion 

5 For a detailed discussion of this point, see Gayer, Anhui D., Monetary Policy 
and Economic Stabilization , 1935, pp- 18-33 and 29-32. 
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in the productive facilities of the debtor. This was true of the 
intergovernmental war debts and reparations, and of many of the 
debts created after the war, when governments both of central 
Europe and of South America were borrowing for internal im- 
provements of various kinds. These obligations constituted a 
constant threat to the balance of payments of the debtors. In 
contrast to what might be called “international consumption 
loans,’’ loans made for productive capital purposes furnish the 
debtor with a basic means for debt service. 

The use of the gold exchange standard encouraged central banks 
to carry reserve funds as deposits in foreign banks and as invest- 
ments in foreign bills and acceptances. At the same time, 
other powerful forces were operating to encourage similar action 
by other banks and private investors. Immense losses on long- 
term foreign investments resulted from the war and from the post- 
war inflation period. France lost heavily owing to the repudia- 
tion of Russian debts after the Russian revolution; and, to avoid 
such losses in the future, French postwar lending was largely in 
short-term form. The total short-term international indebtedness 
was reported as being over gi/ 2 billions of dollars at the beginning 
of 1931. Whenever there arose any loss of confidence in currency 
stability, these short-term balances, readily shiftable at the will of 
the owners, were a constant menace to the debtor countries. To 
the extent that a country with a favorable balance of trade ex- 
tended to buyers short-term instead of long-term credits, a loss of 
confidence in the credit position of the buying country not only 
shut off the possibility of additional loans but also acted to make 
due and payable the whole mass of past credits. The existence 
of such a large volume of short-term international debts left the 
balance of payments of the debtor countries so exposed that with- 
out large excess gold reserves, they could not hope to maintain 
gold payments in the face of any serious threat to their currencies. 

The irregular nature of American and French foreign lending 
contributed something to the difficulties that beset the gold stand- 
ard of the 1 920’s. The record of American lending appears in 
Table 31. When borrowing countries have adjusted their econ- 
omies to a substantial inflow of capital from abroad, they are likely 
to experience some embarrassment when that flow is abruptly shut 
off. The immediate result of the stoppage of foreign capital im- 
ports is an adverse balance of payments that requires a consider- 
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able length of time, and possibly a substantial loss of gold, for 
re-establishment of equilibrium* Furthermore, when long-term 
lending was diminishing, short-term loans tended to increase. Al- 
though short-term loans temporarily relieved the pressure upon 
the borrowing countries, in all probability they were worse than 
nothing because of the pressure for their collection that arose with 
the onset of the depression. 


TABLE 31 

Net Exports of American Capital 
(In millions of dollars) 

1923 1924 1925 1926 1027 1928 1929 1930 

Net export of long-term 

capital -30 733 560 540 695 718 319 290 

Net export of short-term 

capital - 3 -216 61 -359 ... 226 -13 449 

Net private capital ex- 
ports, long- and short- 
term -33 517 621 181 695 944 306 739 

The gold standard requires enough price flexibility within the 
several countries to permit an adjustment of prices on a scale suffi- 
cient to maintain substantial equilibrium in the balance of pay- 
ments. This flexibility is necessary if corrections of adverse trade 
balances are to take place soon enough to avoid excessive gold 
losses. In addition, not only prices of goods that move in inter- 
national trade, but also their costs of production, must be flexible* 
This is especially necessary when an adverse balance of payments 
requires a reduction in prices. The extent to which costs of pro- 
duction decline readily determines the degree of business depres- 
sion and stagnation that will be required. The greater the in- 
flexibility of costs, the greater must be the business depression 
required to bring costs down into line with the selling prices neces- 
sary for a restoration and maintenance of equilibrium in the bal- 
ance of payments. It follows that the greater the rigidity of costs, 
the more likely will governments be tempted to escape the troubles 
of deflation by abandoning gold payments. In fact, the political 
pressure for such action may at times be irresistible. 

During the there was evidence that the rigidities of costs 

and prices were becoming somewhat greater than before. In 
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England, for example, wage rates were difficult to reduce because 
of the combined effect of more powerful trade unions and the 
dole. In various parts of the world, price stabilization was under- 
taken in the interests of raw material producers. An example of 
this can be found in the Farm Board’s activities in the United 
States, designed to maintain agricultural prices. Monopoly and 
near-monopoly conditions have increased with the continued 
growth of large-scale enterprise. The extension of the sphere of 
governmental activities, and with it the increase of government 
debt burden, tend to expand the inflexible tax burden of busi- 
ness. Any expansion of the field of regulation of prices and rates 
by government boards, such as occurs in the public utility field, 
adds to the list of prices that are inflexible in nature. 

Steps in the Abandonment of Gold 

One urgent problem confronting the world today is the re-estab- 
lishment of multilateral trade with stable, free foreign exchange 
markets. This problem in essence closely resembles the problems 
related to the operation of the gold standard. Consequently, 
some light on present-day questions is shed by the events that com- 
pelled the abandonment of gold at the end of the 1 920’s. 

The raw-muterial producing countries . 6 The first break in 
the gold standard came in the raw material producing countries 
such as Argentina, Australia, and Brazil. Raw materials were 
already weakening in price in 1928 and the sharp fall that fol- 
lowed the onset of the depression created severe balance-of-pay- 
ment problems for countries producing them. Moreover, such 
countries normally import capital (export securities) and the de- 
pression abruptly shut off capital imports thus adding to the bal- 
ance of payment difficulties. Before the end of 1930, all three 
countries had abandoned the gold standard. A strong contrib- 
uting factor in all three cases was the fact that exports of raw mate- 
rials tended to have both highly unstable prices and an inelastic 
demand, whereas imports were mainly manufactured goods whose 
prices declined much more slowly than did prices of exports. 
Under the circumstances of acute, world-wide deflation and de- 


6 Cf, Smith, Lawrence, “Suspension of the Gold Standard in Raw Material Export- 
ing Countries/’ American Economic Review, September 1934, pp. 446-447. This 
article contains a good analysis of the situation in Brazil and in the Argentine as 
well as in Australia. 



WORLD WAR I 


661 


pression, countries in this position could hardly expect to succeed 
in restoring equilibrium in their balance of payments by internal 
deflation, for the goal was a moving and unattainable one. It is 
little wonder, therefore, that they sought escape in currency de- 
preciation. 

The breakdown of gold in England . Peculiar significance is 
attached to the abandonment of gold by England on September 
21, 1931* Although a number of the smaller countries exporting 
raw materials had previously taken the step, the movement did 
not reach formidable proportions until England abandoned gold. 
Her action was the signal for a wholesale abandonment not only 
by the other parts of the Empire but also by a number of other 
important trading countries having close economic ties with Eng- 
land. 

England was compelled to abandon the gold standard in Sep- 
tember 1931. The immediate cause was the international bank- 
ing panic, sometimes called the liquidity crisis, which began with 
the troubles of the Austrian Creditanstalt and the German Na- 
tionalbank during the May— July period of that year. Only strong 
measures, amounting to government guarantees, enabled these 
banks to survive. The banking panic in Austria and Germany 
was a prelude to the suspension of payments on Germany’s short- 
term indebtedness (the Standstill Agreements). The immobiliza- 
tion of these short-term credits, a substantial part of which had 
been extended by London, created some distrust of the London 
money market. 7 Early in 1 931, the weakness of the British budget 
position had been exposed, and further signs of difficulty became 
evident with the rumors of discontent within the navy. 

In the face of these uncertainties, foreign bankers attempted 
to protect their reserves by withdrawing their London balances 
in gold. Normally the Bank of England was able to control and 
check the outflow of gold by raising the discount rate. But the 
Bank Rate is effective in controlling the movement of short-term 
capital only when it functions in an environment of unlimited 
confidence. When suspicion as to the solvency of the banking 
system exists, interest rates become subordinated to security. 
During July 1931, the United Kingdom exported nearly £27,000,- 


7 London's share was about $255*000,000. Of. Gregory* The Gold Standard and 
Its Future, 1935, pp. 56-59. 
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ooo in gold. During August, credits amounting to £130,000,000 
were established with the Bank of France and the Federal Reserve 
Bank of New York. But the pressure on the available gold and 
foreign exchange reserves of the Bank of England was too great 
to be successfully withstood, and it ceased paying out gold on 
September 21, 1931. 

Abandonment of gold by other countries. England’s abandon- 
ment of gold was followed almost immediately by similar action 
on the part of other countries. The intimate trade relation be- 
Upeen Sweden and Great Britain made the depreciation of sterling 
of vital importance to the export trade of the former country. 
Cheapening of sterling in terms of the Swedish krona was bound 
to have an adverse result on Swedish exports, of which 25 per cent 
went to Great Britain. On September 27, therefore, Sweden 
abandoned gold, and was quickly followed by Norway and Den- 
mark. Finland left the gold standard on October 12, and Japan 
succumbed to heavy gold losses and suspended gold payments on 
December 13. 8 

Abandonment oj gold by the United States . Despite substan- 
tial drains upon the gold reserves of the Federal Reserve System, 
arising from some flight from the dollar and from some internal 
gold and currency hoarding, the United States was amply able 
to maintain gold payments for the first fifteen months following 
the abandonment of gold by England and the Sterling Bloc in 
September 1931. 

But the Administration reached the conclusion that its program 
of domestic recovery required that the domestic price system be 
freed from the deflationary influence of world gold prices. It 
therefore issued an Executive Order on April 20, 1933, which pro- 
hibited the export of gold save by the express authorization of 
‘ the Secretary of the Treasury and for transactions, necessary to 
“promote the public interest” as approved by the President. In 
effect, this order maiTed the end of the adherence to the gold 

8 By April, 1932, the gold standard had been suspended in Argentina, Austialia, 
Bolivia, Brazil, Chile, Denmark, Ecuador, Egypt, Finland, Greece, India, Iraq, 
the Irish Free State, Japan, New Zealand, Norway, Paiaguay, Portugal, Rhodesia, 
Salvador, Spain, Sweden, the United Kingdom, and Uruguay. Furthermore, al- 
though not officially suspended, the gold standard was not in effective operation 
in Austria, Bulgaria, Canada, Colombia, Costa Rica, Czechoslovakia, Estonia, 
Germany, Honduras, Hungary, Jugoslavia, Latvia, Newfoundland, Nicaragua, 
Turkey, USSR, and Venezuela. Hodson, H. V„ Slump and Recovery-, 1929-1937, 
1938, p. 92. 
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standard by the United States. Unlike England, which was forced 
off the gold standard by the exhaustion oi its gold reserves, the 
United States abandoned gold deliberately and as a part of its 
domestic recovery policy. 

Abandonment of gold by the European Gold Bloc . 0 Led by 
France, which violently opposed currency devaluation, six Euro- 
pean gold standard countries joined in an agreement of solidarity 
to preserve the maintenance of the gold standard at the existing 
parities. This action was taken in July 1933, after the abandon- 
ment of gold by the United States. In this group of countries 
were France, Belgium, Italy, the Netherlands, Luxembourg, and 
Switzerland. The maintenance of the gold standard with the old 
parities in the face of a depreciation of about 40 per cent in 
the pound and the dollar meant certainly an overvaluation of the 
Gold Bloc currencies in the foreign exchange markets. The re- 
sult was a continuation of falling prices and credit deflation. Dur- 
ing 1934, French wholesale prices fell 15 per cent. 

The weakest of the Gold Bloc countries was Belgium, whose 
currency was exposed to intermittent rumors of impending de- 
valuation that resulted in speculative pressure on the exchange 
value of the belga. Despite assistance in the form of foreign loans, 
the Belgian Government was unable to resist the pressure for de- 
valuation. Internal deflation could not be carried through suffi- 
ciently to maintain the old gold parity, and the belga was de- 
valued to 72 per cent of its old gold value at the end of March, 
1935. Devaluation of the belga was successful in relieving, for 
the time being, the deflationary pressure within Belgium. It 
increased the difficulties of the remaining members of the Gold 
Bloc, however, and led to the flight of capital from those coun- 
tries. Political changes in France required that attempts be made 
to reverse the deflationary trend. The Popular Front government 
embarked upon reforms that inevitably tended to increase costs 
of production, but for a lime resisted as inflationary any moves in 
the direction of devaluation. On September 25, 1936, the French, 
British, and the United States Governments issued statements an- 
nouncing the intention of the French Government to devalue its 
currency and pledging themselves to use appropriate means to 


0 For a thorough discussion o£ the breakdown of the Gold Bloc, see Hodson, 
Slump and Recovery , 1929-1937, Chapters X and XI. 
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avoid unnecessary disturbances and competitive exchange depre- 
ciation. The same day, it was announced that the franc was to be 
induced in gold value by from 25.2 to 34.4 per cent. Switzerland 
and the Netherlands devalued their currencies by a like amount 
on the following day. Italy had already abandoned gold for ex- 
change control, so that, from this time on, the Gold Bloc was 
definitely at an end. 


Questions for Study 

1. What are the dual aspects of postwar monetary problems? 

2. How were these problems attacked after the World War I? 

3. Why did some countries devalue while others restored their 
prewar gold parities in the ic^o’s. 

4. In the late lgso’s, a number of attempts were made to estimate 
the annual rate of increase in monetary gold that would be needed 
to satisfy the monetary and credit requirements of a stable price 
structure: 

a) What rate of increase was considered necessary? 

b) Why was the question one of grave concern at the time? 

c) Why has the question now become unimportant? 

5. What explanations based upon gold were developed in the iggo’s 
to explain the fall in prices and the great depression? 

6 . What were some of the structural weaknesses of the gold standard 
of the igso’s? 

7. What environmental conditions were blamed for the collapse of 
die gold standard in the 1930^? What part was played by the 
variability of American foreign loan policy? 

8. What countries led in the abandonment of gold at the end of the 
1920*8? Why? 

9. Why did England leave the gold standard in September 1933? 
Why did the sterling area countries follow England’s lead? 

10. Why did the United States abandon gold in 1933? Were the 
reasons the same as those for England’s abandonment of gold? 

1 u What was the European Gold Bloc? Why was it eventually 
broken? 
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Monetary Problems Following World War II 


By the end of the 1930’s, before the outbreak, of World War 
II, the world’s monetary systems fell into three main patterns. 
The first of these patterns included the countries both within and 
outside of the Sterling Area, which had abandoned the gold stand- 
ard in favor of the freedom offered by independent paper cur- 
rencies and flexible exchange rates. These countries imposed 
little direct control over foreign exchange dealings, being mainly 
content to maintain stability in a relatively free exchange market. 

The second type of prewar currency was that which was no 
longer convertible into gold but whose foreign exchange value was 
maintained at a fixed level in terms of gold. Countries with this 
type of currency system commonly pursued a policy of economic 
expansion. Inevitably such a policy tended to make the currency 
“ overvalued’ * in the foreign exchange markets. The consequent 
shrinkage of exports created such difficulties in the balance of 
payments as to require the imposition of strict exchange controls. 
Germany provided the outstanding example of this type. 

Finally, there was the gold standard currency of the United 
States. Although the fixed gold parity of the dollar had been 
reduced, the free import and export of gold was permitted. Be- 
cause it stood practically alone, the United States was free to adopt 
such price and credit policies as seemed best suited to its purposes. 

The inflation of prices } 1939-1948. During World War II, cur- 
rency inflation followed the usual wartime pattern. Because of 
the difficulty involved in making revenues rise as fast as expendi- 
tures, governments were compelled to borrow vast sums. Part of 
the borrowing was from the commercial and the central banks and 
resulted in a rising quantity of bank deposit and note currency. 

66s 
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The currencies of countries that were occupied by enemy forces 
were further disorganized by the addition of occupation cur- 
rencies, whose issue bore little relation to the currency needs of 
the country concerned. The rigid price controls commonly used 
during the war aided in preventing prices from rising as they 
would have risen had controls been absent. Yet black market 
prices rose to fantastic heights, reflecting both a scarcity of goods 
in the legal markets and the superabundance of currency. 

Some measure of the inflation during World War II can be ob- 
tained from the official wholesale price indexes of various coun- 
tries shown below in Table 32, These index numbers fail to in- 

TABLE 32 

Official Wholesale Prices in Warring Countries * 



U.S. 

Canada 

United 

King- 

dom 

France 

Italy 

Japan 

The 

Nether- 

lands 

1939 

100 

100 

100 

100 

100 

100 

100 

1940 

102 

no 

133 

132 

116 

111 

124 

1941 

113 

120 

148 

162 

130 

118 

142 

1942 

128 

128 

154 

191 

147 

127 

1 149 

1943 

133 

133 

158 

222 


134 

1 152 

1944 

135 

137 

161 

252 


150 

156 

1945 

137 

138 

164 

357 


198 

' 172 

1946 

157 

145 

170 

617 


1,031 

239 

1947 

197 

172 

186 

941 

4,962 

3,292 

l 258 

1948 

1 

214 

204 

212 

1,630 

5,233 

8,973 

267 


* Yearly averages of prices computed from data aj^pearing in the Federal Reserve 
Bulletin , October 1949. 


dicate accurately the true extent of the increases in prices since 
they represent the “official” prices and do not allow for black 
market price changes. 

The Postwar Inflation Problem 

Many of the monetary problems that plagued the world after 
World War I reappeared after World War II. Again, many gov- 
ernments seemed unable to bring their budgets into balance, and 
the resulting deficits brought continued inflationary pressure upon 
the price levels. With the gradual breakdown or removal of ra- 
tioning and price controls, the currency expansion of the war years 
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burst from the restraints that had held it in check. Il was little 
wonder, then, that acute inflation reappeared in the war-torn 
countries of Europe. Even the United States, which rapidly 
brought its budget into balance and reduced its government debt, 
did not escape the inflation movement. 

The evil consequences of “ hyperinflation/' * as it has sometimes 
been called, are of course well known. Speculation becomes a 
more absorbing interest than production. Important groups 
within the economy are impoverished and others are unfairly en- 
riched. Moreover the inflation, when once under way, tends to 
become self-perpetuating because of the mounting difficulties of 
achieving a balanced governmental budget through adequate taxa- 
tion. 

The process of restoring internal stability after World War I was 
eventually achieved when budgets were brought into balance and 
internal inflation thereby brought to an end. This condition 
was accompanied by a restoration of gold standard parity, a step 
of especial importance in view of the inflationary consequences of 
exchange depreciation that arose out of the capital flight from 
France, Austria, and Germany. In general the stabilization of cur- 
rencies in the ltjso’s was accomplished by putting an end to further 
currency expansion and providing for the conversion of the exist- 
ing currencies into gold. The British pound was restored to its 
old gold parity; the French franc was given a new gold value of 
approximately one-fifth of its prewar value; and the German paper 
mark was made convertible at one-trillionth of its prewar gold 
value. Little atteiript was made to reduce the volume of out- 
standing currencies as a means of raising their values before 
stabilization . 1 As we shall see, attempts to achieve currency sta- 
bility after World War II have followed a somewhat different 
pattern. 

The nature of the problem of internal stabilization . Since 
World War II, the problem of internal price and currency stabi- 
lization has been acute. The problem was made worse by the 
prolonged occupation of many countries and the accompanying 

1 For a notable exception, see the account of Czechoslovakia's efforts to increase 
the value of currency in circulation by blocking one-half of existing bank deposits 
and requiring all currency, except for notes of small denomination, to be turned in 
for stamping. One-half of the currency presented for stamping was withheld and 
converted into a 1 per cent loan to the State. See Rasin, Alois, Financial Policy of 
Czechoslovakia, 3923. 
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expansion of the currency. Furthermore, there arose a wide dis- 
crepancy between controlled official prices and prices in the black 
market. Controlled wages, tied to a level in harmony with con- 
trolled commodity prices, failed miserably to provide adequate 
incentives for work when fantastically high black-market prices 
diverted much of the available supply away from the legal markets. 
In Germany, barter transactions took the place of trade involving 
the use of reichmarks and by the spring of 1947, one-half of all 
commerce in the Anglo-American zone was reported to be on a 
barter basis. 2 

The attempts at currency reform, therefore, included calling in 
the old currency in exchange for which holders received varying 
amounts of new currency and “blocked” bank deposits. 

Motives behind postwar monetary reforms , There were several 
motives behind postwar monetary reforms. 3 First, there was the 
desire to reduce the spendable cash in the public’s hands and thus 
compel people to seek employment rather than to live off old 
cash hoards or speculative operations. Second, there was the need 
to deprive the public of funds for purchasing goods in the black 
markets. Third, there was a wish to “photograph” or obtain 
records of the currency holdings of individuals and thus detect 
concealed wealth and make it available for taxation or a capital 
levy. Fourth, calling in and exchanging old currency for new 
provided a method of unifying the numerous types of currencies 
that -were in circulation in some countries. In addition, since 
currency held in enemy countries could not be presented for 
stamping or exchange, such holdings were cancelled by the opera- 
tion. 

Steps toward monetary reform. The attempts to reform the 
currencies after World War II generally involved two steps. First 
came the blocking of existing cash and deposits of the public so as 
to take them from the actual or potential spending stream. The 
second step involved the disposition of the blocked funds. The 
second step was more difficult than the first for it involved the 
determination of how much cash should be released to care for 
legitimate business requirements at the level of prices sought to 


2 Cf. Klopstock, Fred H., "Monetary Reform in Western Germany/' Journal of 
Political Economy, August 1949. 

3 Klopstock, Fred H,, "Monetary Reform in Liberated Europe/’ American Eco- 
nomic Review , September 1946, pp. 578-579. 
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be maintained. The release of too much purchasing power would 
nullify the anti-inflationary effects; too little would create eco- 
nomic deflation and unemployment. 

The blocking process involved: (i) fixing a date before which 
all currencies to be blocked were to be deposited; (2) invalidating 
all currency not deposited by the stated deadline; and (3) blocking 
all bank deposits. After the blocking operation was completed, 
limited amounts of new currency and a fraction of the blocked 
deposits were released. Generally the exchange of new currency 
for old was at par with dependence upon blocking itself to bring 
about the desired reduction of the outstanding purchasing power. 
The release of blocked funds was carried out gradually, but gen- 
erally a part was blocked permanently and earmarked for some 
form of special taxation or conversion into government securities. 
For example under the “Plan Gutt,” the coins, bank notes, and 
bank deposits blocked in Belgium after its liberation in 1944 
amounted to 155 billion francs. Of this amount, 57.4 billions 
were released at once, 39.1 billions were temporarily blocked but 
earmarked for gradual release, and 58.8 billions were permanently 
withdrawn and earmarked for absorption by taxation or conver- 
sion into government securities. 4 

In France, a somewhat different pattern was followed. In June 
1 945, it was announced that notes of all denominations of 50 francs 
or over were exchangeable, franc for franc, for a new issue. 
Neither the currency nor the bank deposits were blocked. Cer- 
tain types of government bonds were required to be stamped or 
exchanged for new instruments. This “photographing” of the 
public’s holdings of currency and state bonds facilitated an ex- 
pected program of capital taxation. 5 In this act of conversion 
the customary attempt to reduce the volume of currency was ab- 
sent; therefore it could hardly have been expected to have any 
direct anti-inflationary consequences. 

Monetary reform in Western Germany. Among the many cur- 
rency reforms, that instituted by the Military Governments in 
Western Germany deserves special notice. The purpose of this 
reform was to shrink the currency supply to proportions appro- 


4 Bureau, Paul, "‘Reconstruction in the Low Countries,” Lloyds Bank Review, 
January 1947. 

5 Snider, JD. A., “French Monetary and Fiscal Policies/’ American Economic 
Review , June 1938, pp. 31 1-315. 
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priate for the productivity of the region. Specifically, as of June 
21, 1948, all the old money, except that of a denomination up to 
one mark, was declared invalid. Deposits in banks were blocked 
for the time being. To provide an immediate supply of valid 
money 40 new marks per capita were paid out to individuals in 
exchange for an equal amount of the old invalidated marks on 
presentation of food ration and identity cards. Two months later, 
an additional 20 marks per capita were released. Business enter- 
prises received advances of new marks for old in amounts of not 
over sixty marks per employee. All remaining old marks both in 
currency and bank deposits were required to be registered by 
June 26. 0 On June 26, the Allied Military Governors of the 
American, French, and British Zones announced that old marks 
were convertible at the rate of ten old for one new deutsche mark. 
One-half of the new deutsche marks were credited to a “free ac- 
count/' which could be withdrawn at once. The other-half of 
the new marks were placed in blocked accounts for later release 
from time to time as economic conditions justified. Steps were 
also taken to prevent the conversion of funds arising from illegal 
earnings. Debts unpaid on June 21 could be settled by paying 
the creditor one new deutsch mark for every ten old marks due. 6 7 

The purposes behind the German currency reform were (1) to 
eliminate the black market profit; and (2) to reduce the volume of 
currency to a level where controlled prices would match existing 
purchasing power. The effects upon the economy of Western 
Germany were gratifying. Production for sale in regular markets 
again became profitable, and incentives to productive effort were 
markedly increased. 

The Problem of Restoring Multilateral Trade 

The breakdown of normal international trade which began 
during the depression years of the 1930’$ was accentuated by "the 
outbreak of war, for the war not only caused a breach in the trade 
relations with enemy countries but also caused trade among allies 
to assume new forms and to take new directions. Consequently, 

6 New York Times, June 19, 1948. 

TAfew York Times, June 37, 1948. Although each individual received 6q new 
deutsche marks in exchange for old, out of any additional holdings of old rcichmarks 
he could convert at the 10a ratio only such amounts as exceeded 540 reichmarks, 
In othei words, the 60-mark advance was charged against his conversion privilege, 
Ct Klopstock, Journal of Political Economy , August 1949, op, ciU 
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the postwar period found international trade in a slate of un- 
paralleled confusion and dislocation. This situation was most 
unfortunate. Political reconstruction and stability depend 
largely upon the economic recovery of war-devastated countries. 
Economic recovery, in turn, calls for both internal currency sta- 
bility and a revival of a healthy international trade. 

In general, countries obtain the maximum benefit from trade 
that is multilateral in nature, since only through such trade can 
the advantages of international specialization be best realized . 8 
For multilateral trade, unlike narrow bilateralism, enables a coun- 
try to sell in the best (highest priced) foreign markets and buy in 
the best (cheapest) markets. It does not require trade between 
each pair of countries to be equal. Instead, multilateral trade, 
functioning properly, merely requires that combined exports of 
one country to the outside world shall equal its combined imports. 
The advantages of multilateral trade of this sort can be readily 
appreciated if one looks at the trade of individuals in the domestic 
market. Normally an individual need not concern himself about 
attempting to equalize the amount of his purchases from and sales 
to another individual. Such action, indeed, would constitute an 
abandonment of the benefits of the use of money and a retreat to 
simple barter. So great are the gains from the use of money that 
barter will be used only when (i) the money system has collapsed 
(perhaps because of extreme inflation); or (2) economic disloca- 
tions prevent the individual from finding for his products pur- 
chasers able to offer adequate money payments. 

The requirements for multilateralism . In both domestic and 
international trade, multilateral exchange requires an adequate 
supply of generally acceptable currency. Domestic trade requires 
enough domestic currency to enable the public to withstand the 
irregularities of incomes and expenditures and to carry on normal 
economic operations. Foreign trade requires an ample supply of 
internationally acceptable currency. Each country must have 
access to such currency in amounts adequate to meet the seasonal 
and cyclical irregularities in its balance of payments. Such cur- 
rency may be called international currency reserves ® These re 

8 Some deny that general multilateral trade is necessary in order to obtain the 
greatest advantages from international specialization. Cf. Bernstein, E. M., “British 
Policy and World Recovery," American Economic Review, December 19.15, pp. 
892-893, for an examination of this view. 

*>G£. League of Nations, International Currency Experience , 1944, Chapter IV. 
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serves consist o£ internationally acceptable currencies of which a 
country may freely dispose to meet an adverse balance of payments. 
They include excess gold reserves of central banks, gold held by 
stabilization funds, and foreign currencies that are acceptable in 
other countries in settlement of foreign trade balances. Under 
the gold standard, settlements for multilateral trade could be made 
by shipping gold or by drafts on balances carried in gold standard 
countries. After 1931, the Sterling Area countries accepted pound 
sterling from each other in settlement of trade balances. Today, 
countries able to acquire adequate amounts of gold or American 
dollars possess a highly acceptable form of international currency 
reserves. 

The breakdown 0} multilateral trade. In the 1930’s, multi- 
lateral trade broke down because of balance-of-payments difficul- 
ties arising from the depression. To solve the problem of adverse 
trade balances, some countries attempted to obtain necessary im- 
ports by barter or bilateral trade. Since World War II, similar 
difficulties have stood in the way of a restoration of multilateral 
trade. Many countries have found it impossible to produce and 
sell abroad, for internationally acceptable currencies, enough 
goods to pay for their desired imports. In other words, they have 
been unable to acquire adequate amounts of international cur- 
rency reserves to enable them to restore unrestricted multilateral 
trade. This difficulty was especially apparent in connection with 
the shortage of dollars and other “hard currencies.” 10 Actually, 
hard currencies, especially dollars and gold convertible into dol- 
lars, constitute the only generally acceptable international cur- 
rency of the postwar period. The continuation of bilateral 
trading during this period largely reflects this dollar shortage. 

Much attention has been given to the problem of i^estoring 
multilateral trade. The prerequisites for multilateralism include 
(1) a solution of the balance-of-payments problem of individual 
countries; and (2) the provision of adequate supplies of interna- 
tional currency reserves. 

The consequences of war on the balance of payments . Coun- 
tries at war, anxious to muster their maximum economic forces, 


10 Hard currencies are those which are ‘‘hard to get” or for which the demand 
exceeds the supply. They include currencies convertible into gold and currencies 
of countries, mainly in the Western. Hemisphere and Switzerland, whose exports 
are in great demand. 
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tend to restrict their commercial exports and expand their imports. 
Except for countries with unusual economic strength, like the 
United States, belligerents must pay for their excess of imports by 
exporting gold, liquidating readily saleable foreign securities, and 
borrowing abroad. Therefore, the end of the war found such 
countries short of international currency reserves, enmeshed in 
foreign exchange controls designed to prevent unnecessary com- 
modity imports and capital exports, and a serious balance-of-pay- 
ments problem. There were a number of reasons for the appear- 
ance of adverse balances of payments after the war. The shift to 
a war economy often involved a loss of old export markets, and 
the devastation of the war and its wastage reduced the capacity 
to produce for export. In addition, foreign investments that pro- 
vided a source of income before the war were partially dissipated. 

The British balance-o {-payments problem . A good example of 
the postwar balance-of-payments problem is provided by Britain. 
During the war, Lend-Lease arrangements enabled her to acquire 
supplies from the United States without the necessity of providing 
equivalent exports. Thus she was able to divert a maximum part 
of her resources and effort directly to war purposes. This policy 
caused such a decline in exports that by 1944 their volume had 
fallen to 30 per cent of the 1938 level. The sudden end of the 
war in 1945, and with it the termination of Lend-Lease, found 
Britain with current exports greatly reduced from their prewar 
level at a time when she had an urgent need for normal imports 
of raw materials and food. The situation was made worse by the 
sharp reduction in earnings from overseas investments, from ship- 
ping, and from other services normally sold to foreign countries 
in the prewar period. 

The change in Britain’s balance-of-payments position is clearly 
revealed by the comparison between the years 1938 and 1947, 
which is given in Table 33. 

The 1947 deficit of 675 million pounds was entirely owed to 
the Western Hemisphere and was payable in hard currencies, 
mainly United States and Canadian dollars. Expressed in dollars, 
it amounted to $2.7 billion. Moreover, other members of the 
Sterling Area were permitted to draw upon the dollar pool to 
finance their current imports requiring payment, in dollars, 
whereas, in accordance with the intent of the Anglo-American 
loan agreement, a number of other countries were allowed to con- 
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vert their current sterling into dollars, Britain was therefore 
called on to meet an additional drain from this source to the 
amount of $1,4 billion. Altogether, then, in 1947, Britain was 
required to pay out about four billion dollars to meet her own 


TABLE 33 


British Balance Of Payments On Current Account * 
(in millions of pounds) 


Trade: 

Imports (f,o,b.) 

Exports and re-exports (f.o.b.) 

Adverse trade balance 

“Invisibles”: 

Government expenditure overseas . , , 

Net income from investments 

Net income from shipping 

Net income from other items 

Income or loss (— ) on invisibles 

Over-all deficit 


1938 

1947 

835 

1,574 

533 

L125 

302 

449 

16 

211 

175 

51 

20 

17 

53 

- 83 

232 

- 226 

70 

675 


* Labor and Industry in Britain, A Quarterly Review , March 1948, British In- 
formation Services. 


dollar deficit and that of other countries involved. This she did 
by (1) reducing the existing holdings of gold and dollars; (a) draw- 
ing on American and Canadian credits; and (3) drawing on the 
International Monetary Fund. Clearly, such payments were 
essentially “stop-gap” in nature and could not be relied upon as 
a continuous policy. ’ ' 

Solutions to the Postwar Balance-of-Payments Problems 

The balance-of-payments problem of Britain and other coun- 
tries as well must be solved before necessary economic expansion 
and recovery can be properly realized. In some manner or other 
debit and credit items must be brought into balance. There are 
a number of ways of attacking the problem. 

Curtailment of imports. One solution involves a rigid curtail- 
ment of imports until they no longer exceed exports. This may 
be accomplished by tariffs, import quotas, or exchange controls. 
But such a method is highly objectionable as an immediate solu- 
tion because it sharply reduces the chances of a future rise in pro- 
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ductivily and an expansion of exports based thereon, for imports 
are largely foodstuffs and industrial raw materials. Without 
reasonably adequate amounts of both, economic reconstruction 
will be hamstrung. Clearly, then, unless a sizable quantity of 
unnecessary imports can be pruned away, there is little promise in 
this approach. 

Internal price deflatio7i. It is conceivable that a country suffer- 
ing from an adverse balance of payments might reform its currency 
and impose falling prices upon its economy while maintaining 
exchange rates at their existing level. If politically practicable, 
such a policy might succeed in checking imports and possibly in 
expanding exports enough to restore the balance of payments to 
equilibrium. This method, indeed, is that required by the old 
gold standard, But such a solution -would involve a shrinkage of 
both the domestic and foreign trade level at a time when the cry- 
ing need is for output expansion. Hence price deflation as an 
attempted solution would be highly unsatisfactory. 

Exchange depreciation . Another available solution is exchange 
depreciation. This device may be used to check imports and to 
expand exports. But so long as the limiting factors on exports 
are lack of raw materials and inadequate productive facilities, 
rather than high prices, such a corrective can offer no real gain. 
So long as the sellers 5 market continued in the postwar world, 
exchange depreciation was an undesirable tool for correcting an 
adverse balance of payments. Instead of being a benefit it would 
have unnecessarily worsened the “terms of trade” with the out- 
side world by raising the cost of imported goods and raw mate- 
rials while reducing the returns from exports at a time when all 
exports could be easily sold if they could be produced. 11 But 


U This conclusion oi course assumes that the internal problem of diverting current 
output from the high-priced domestic market into export channels could be accom- 
plished without exchange depreciation. 

For a strong denial that exchange depreciation is a useful and acceptable method 
of attacking the adverse balance of payments problem of postwar England and 
Western Europe, see Thomas Balogh’s “Exchange Depreciation and Economic 
Readjustment,” The Review of Economics and Statistics , November 1948. He 
holds that neither of the two most important probable causes of adverse balances 
of England and Western Europe with the Western Hemisphere can properly be 
overcome by exchange depreciation. First, the “structural changes” in the pro- 
ductive facilities of the various parts of the world, which occurred during the war, 
have put the United States far ahead in efficiency and competitive advantage in 
world markets. Exchange depreciation, he holds, would merely permanently de- 
press the income levels of the less foitunaie countries. Only protective devices such 
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in September 1949, Britain, the other Sterling Area countries, and 
Western Europe sharply devalued their currencies in terms of the 
dollar. Only time can reveal the extent to which this action will 
aid in correcting the dollar shortage. However, such evidence as 
is available indicates that the results have been at least partially 
successful. Countries which sharply devalued their currencies 
have experienced a substantial increase in the value of their ex- 
ports to the United States as well as a sizable decrease in imports 
from the United States . 12 Not all of this can be credited to 
devaluation, however, for in some cases, notably the United King- 
dom, additional restrictions were put upon imports from the dollar 
area. 

Bilateral trade agreements . The crux of the postwar balance- 
of-payments problem lies in the adverse balance of Britain, 
Europe and other Sterling Area countries with the Western Hemi- 
sphere. The United States, Canada, and Latin America can 
provide an abundant supply of goods badly wanted by the rest 
of the industrialized world but they are unable or unwilling to 
import amounts sufficient to provide adequate amounts of dollars 
and other hard currencies. Consequently there has developed a 
chronic shortage of dollars. In other words, the balance of pay- 
ments problem is to a very considerable degree one of dollar 
scarcity. Hence one solution is to seek imports from countries 
that do not require payment in dollars. To accomplish this 
Britain has negotiated numerous bilateral trade agreements with 
countries both inside and outside the Sterling Area, whereby cer- 
tain amounts of raw materials and foodstuffs are to be provided 
in return for certain British exports. The power to make such 


as discrimination and bilateral trade will enable such countries to re-establish their 
productivity through impioved techniques and new industries so as to be able, 
ultimately, to compete in outside markets. Second, there is the danger that an 
economic slump in the United States will so check American imports as to impose 
an adverse balance upon other countries, which cannot successfully be met by 
exchange depreciation. The elasticity of demand for United Slates imports, in 
such a case, is likely to be too small to enable outside countries to expand the 
value of their sales to America by exchange depreciation. Moreover, exchange 
depreciation piacticed by individual countries in an atiempt to improve the balance 
of payments is likely to set off either competitive depreciation or a round of defla- 
tion in other countries. He quotes, with approval, the argument that devaluation, 
being a blunt and indiscriminate instrument, is less desirable as a method for 
correcting adverse balances than selective policies (i,e., discrimination). 

12 Cf. "Changes in the Direction of Trade Since the Devaluations,” International 
Financial Statistics , April 1950, International Monetary Fund, Washington, D.C., 
pp. 4-5. 
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agreements lies in the importance of British markets for the ex- 
porters of many raw material countries. Such a solution to the 
balance-of-payments problem is, of course, a step away from inter- 
national multilateral trade and is doubtless inferior to a working 
system of multilateralism. But it is justified on the grounds that 
it provides trade that would not otherwise exist at all. 13 In the 
case of agreements with other Sterling Area countries, some degree 
of multilateralism exists within the Sterling Area itself. Amer- 
ican traders, of course, object to such bilateral trading agreements 
because they tend to reduce foreign purchases from United States 
sources. 

Loans and gra?Us. Finally, temporary aid may be given 
through international loans and grants. Such loans and grants 
in aid, sufficient to enable countries to rehabilitate their produc- 
tive powers and re-establish their export markets, seem to offer the 
most promising short-run approach. Such aid provides a reason- 
able possibility that a long-run solution may eventually be 
achieved through expanding production and increased power to 
export instead of reduced imports, shrinking productivity, and 
economic stagnation. True, loans can provide only a breathing 
spell during which it is to be hoped that sufficient recovery can 
take place so that countries may again engage in multilateral trade 
on a self-sufficient basis. But there is no real prospect that such 
loans and recovery based upon them can restore at once the pre- 
war real income standards. Such restoration will necessarily in- 
volve a long and gradual process based upon increased produc- 
tivity. 

Postwar International Loans and Grants 

Since the end of the war a vast amount of aid has been extended 
to foreign countries in the form of credits and outright grants. 
The United States has provided the bulk of this aid. By the end 
of 1947 it had extended credits of over nine billion dollars and 
outright grants of over six billions. Canada was the second largest 
lender by virtue of having extended over two billion dollars in 
postwar credits. Other important contributors to the supply of 

13 For a good treatment of the purpose and nature of postwar bilateralism, see 
Judd Polk and Gardner Patterson, “The Emerging Pattern of Bilateralism,” Quar- 
terly Journal of Economics, November 1947. See also A Survey of the Economic 
Situation and Prospects of Europe, United Nations, Department of Economic Affairs, 
Geneva, 1948. 
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foreign loans were Sweden, the United Kingdom, Argentina, and 
Switzerland. 11 Moreover, the American Foreign Assistance Act 
o£ April 3, 1948, authorized foreign aid of about six billion dollars 
during the following twelve months, with roughly five billion 
dollars assigned to the European Recovery Program. This pro- 
gram, intended to continue into 1952, may involve total expendi- 
tures of as much as seventeen billion dollars. 

This great volume of foreign aid has been given both as hu- 
manitarian relief and as a means of promoting improved economic 
and political conditions. Starving, impoverished populations 
have required assistance to remain alive. In addition, enlight- 
ened self-interest has dictated the granting of aid for the eco- 
nomic recovery of Europe. Not only does the United States 
stand to gain from trade with a world restored to economic health, 
but also such a world promises to be a stouter bulwark against 
expanding Communism. 

The ultimate test of the success of the foreign aid program is 
the degree to which countries are able to achieve economic re- 
covery and solve their balance-of-payments problems through an 
expansion of trade. At the very least, it has helped relieve human 
suffering and has improved the chances that a genuine recovery 
may be realized. Much depends upon the reopening of the nor- 
mal trade channels between Eastern and Western Europe and the 
ability of nations to reach some peaceful solution to the conflict of 
aims and interests between Russia and the West. 

Some of the difficulties and uncertainties of achieving the long- 
run goals of the foreign aid programs are indicated in the dis- 
appointing experience with the 3,750 million dollar American 
loan to Britain of 1946. The credits established were expected 
to enable the United Kingdom to meet its foreign exchange re- 
quirements until 1951, by which time it was hoped that the neces- 
sary export expansion could be achieved to bring the British bal- 
ance of payments into equilibrium. But because of a combina- 
tion of circumstances, the whole credit was exhausted by March 1, 
1948, leaving the balance-of-payments prospects in as bad a con- 
dition as before. The difficulty arose out of (1) a sharp and un- 


14 For details see "Foreign Grants and Credits of the United States Government" 
in the Survey of Current Business , June 1948. Also see Kriz, M. A., "Postwar 
International Lending," Essays in International Finance, No. 8, Spring 19 j8, 
Princeton. 



)V ORLD WAR II 


679 

anticipated rise in the prices of goods bought in the United States 
without a corresponding rise in prices of British exports; (2) pro- 
duction troubles within Britain growing out of coal shortages and 
an unusually severe winter; and (3) an unexpectedly heavy drain 
upon the dollar resources of, Britain because of an increase in im- 
ports from the Western Hemisphere by other Sterling Area coun- 
tries. In addition, the terms of the Loan Agreement itself re- 
quired that all sterling balances arising out of current trade should 
be made freely convertible into other currencies, including dollars, 
after July 15, 1947. Thus countries selling to Britain were able 
to convert the sterling proceeds from such sales into dollars. The 
preference for American goods made this a serious drain against 
the dollar resources of Britain and contributed to the premature 
exhaustion of the loan. 

Long-term International Capital Movements and 
Multilateral Trade 

A successful solution of the balance-of-payments problem of the 
postwar world does not necessarily require that the imports and 
exports of individual countries be equalized. On the contrary, 
international multilateral trade has always been carried on with 
the aid of long-term capital movements between countries. Cap- 
ital-hungry areas borrow as a matter of course from countries 
blessed with an abundance of productive and lending power. In 
the past the bulk of the peacetime capital transfers have been car- 
ried out by private financial agencies. But the restoration of an 
adequate level of international investment through private chan- 
nels appears to be unlikely in the face of postwar conditions. 
Credit risks of loans to foreign firms and governments in many 
instances are impossibly high for private lenders to assume. 
These risks grow out of the uncertainties of economic prospects 
of foreign borrowers in the postwar rvorld and the added threat 
that balairce-of-payments difficulties in the borrowing country may 
lead to the imposition of exchange controls and the blocking of 
both principal and interest payments. 

The International Bank for Reconstruction and Development . 
In anticipation of the probabilities that private international in- 
vestment would prove inadequate for the needs of the postwar 
world, provision was made under the Bretton Woods Agreements 
of 1944 for the establishment of the fnternational Bank for Re- 
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construction and Development. The purposes o£ the Bank are 
to promote the international flow of long-term capital, to encour- 
age an expansion of world trade, and to assist in the maintenance 
of equilibrium in the balance of payments of member countries. 
Unlike the postwar intergovernmental grants and loans, which are 
based upon the necessities of current circumstances rather than on 
the prospects of repayment, the loans of the International Bank 
are intended to be made on a sound basis with reasonable certainty 
of repayment. “In each case the Bank must be satisfied that the 
over-all effect of a loan, combined with the resources and efforts 
of the borrowing country, will be to improve the economic posi- 
tion of the country sufficiently to give reasonable avssurance that the 
money needed for inpayment will be available. 1 ’ 15 

In April 1950, 47 countries were members of the Bank and 
several additional applications for membership were under con- 
sideration. To become members of the Bank, countries must 
belong to the International Monetary Fund and subscribe to a 
minimum number of shares of the Bank’s capital stock. Although 
the Bank’s authorized capital was set at $10 billion, the actual 
subscriptions of the members amounted to $8.2 billion. Of their 
total subscriptions, member governments actually pay in 2 per 
cent in gold or United States dollars and iS per cent in the mem- 
ber’s own domestic cuiTency. The paid-in capital, amounting to 
about $1.6 billion, constitutes a fund out of which the Bank can 
make loans. Almost one-half of this loan fund, or $724 million, 
originally consisted of United States dollars. This came from the 
United States contribution of 20 per cent of its $3,175 million 
stock subscription and the 2 per cent gold and dollar contributions 
of other members. The remainder of this loan fund consists of 
the local currencies of the other members. 

The Bank may assist members needing loans of foreign cur- 
rencies in three ways: (1) Directly out of the loan fund described 
above, it may lend the currency needed by the borrower; (2) it 
may issue the Bank’s own bonds in the money markets of the 
country whose currency is desired and lend the proceeds; or (3) it 
may assist by guaranteeing the borrower’s note or promise to pay 

rs International Bank lor Reconstruction and Development pamphlet, What the 
International Bank Means to You , 1947. For an account of the Agreements leading 
to the creation of the Bank, see “Bretton Woods Agreements,” Federal Resertw 
Bulletin 3 September 1944. Also see Articles of Agreement , International Monetary 
Fund and International Bank for Reconstruction and l Development > United States 
Treasury, pp. 52-58. 
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in order lo enable it to borrow through private investment chan- 
nels of the country whose currency is wanted. 

The total loans and guarantees made by the Bank cannot exceed 
the amount of its unimpaired subscribed capital, or about $8.2 
billion. Therefore, buyers of the Banks bond issues (or issues 
guaranteed by the Bank) are given the double protection of the 
borrowing member’s obligation, plus the claim against all mem- 
bers for their unpaid stock subscription. In addition, the Bank 
accumulates a reserve fund out of commissions of 1 per cent per 
annum charged on all loans and guarantees. 

Whenever the Bank proposes to lend or aid in the lending of 
any member’s currency, it must first obtain the member’s permis- 
sion. Furthermore, all loans made or guaranteed by the Bank 
must be made directly to a member country’s government or must 
be fully guaranteed by that government, its central bank, or some 
comparable and acceptable agency. 

The operations.of the Bank have been overshadowed in the post- 
war period by the magnitude of governmental loans and grants 
required by the acute troubles of the times. The Bank’s position 
is modest indeed in comparison with such undertakings as the 
British Loan of 1946 and the European Recovery Program. 
Nevertheless, it may yet play a significant part in promoting sound 
international investment of a self-sustaining sort. A modest be- 
ginning was made in 1947 when it lent $250 million to the French 
government, $195 million to the Netherlands,, $40 million to 
Denmark, and $12 million to Luxembourg for reconstruction pur- 
poses. By March 31, 1950, its total dollar loans amounted to 
$578.7 million. In the meantime it sold $278 million of its own 
bonds to American investors. In addition to loans of dollars, the 
Bank had also lent 2 million dollars worth of Belgian francs, 4 
million dollars worth of Swiss francs, 9.1 million dollars worth 
of Canadian dollars and 1.1 million dollars worth of pound ster- 
ling. 

The Scarcity of International Currency Reserves 

In the preceding sections we have studied the problems in- 
volved in the search for methods by which the “soft-currency” 
countries might achieve an equilibrium in their balance of pay- 
ments without jeopardizing economic recovery. Until the bal- 
ance-of-payments problem is successfully solved, there is little 
merit in seeking to promote international trade by attempting to 
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impose general convertibility of currencies. The necessary fust 
step toward a restoration of multilateral trade must be the devel- 
opment of conditions under which the tendency toward chronic 
adverse balances of important countries is corrected. Only then 
will a system of interconvertibility, based upon an adequate supply 
of international currency reserves, have a chance of success. 

Regardless of the difficulties that have delayed the solution of 
the balance-of-paymenLs problem, it is essential that progress to- 
ward multilateralism should not be hampered by lack of an ade- 
quate mechanism through which developing multilateral trade can 
be cleared. This goal requires provision for an adequate supply 
of some form of generally acceptable international currency re- 
serves. Furthermore, it calls for a means of expanding the volume 
of such reserves available to individual countries to meet adverse 
payments balances arising from irregular, seasonal, and even cycli- 
cal changes. The old gold standard provided such flexibility in 
ordinary times through gold shipments and “equilibrating” move- 
ments of short-term capital. The British pound has provided a 
limited form of international currency reserves, permitting multi- 
lateral trading within the Sterling Area. 

Bilateral trade. In the absence of adequate stocks of generally 
acceptable international currency reserves after the war, the coun- 
tries of Western Europe and the United Kingdom managed to 
develop a sizable volume of trade through the use of bilateral 
trading agreements. Such agreements generally called for peri- 
odic settlements of accumulated adverse balances by payment in 
gold or by credits extended by the country having an export excess. 
At fust, before the exhaustion of gold and established credits, 
trade developed along normal lines with little tendency to require 
equality of imports and exports between pairs of countries. 
Later, as the credits and gold supplies of debtor countries became 
exhausted, trade took on a more rigid and restrictive pattern. 
Because debtor countries could no longer settle for their imports, 
commodity surpluses accumulated in some countries . 16 

A number of steps have been taken to evolve some degree of 
multilateralism out of the bilateral trade of Western Europe. 
First were the agreements made between the United Kingdom and 

United Nations, Department of Economic Affairs, A Survey of the Economic 
Situation and Prospects of Europe , 1948, Geneva, pp, 99-100. 
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a number of countries outside the Sterling Area to accept and 
hold sterling. Sterling, in turn, was made convertible into dollars 
as of July 15, 1947, under the terms of the Anglo-American Finan- 
cial Agreement (British Loan)*. But the effectiveness of these 
agreements declined when heavy drains compelled Britain to 
suspend the convertibility of the pound into dollars on August 20 
of the same year and with the retreat of Britain into the shelter 
of a greater use of bilateral balanced agreements. 

A second effort to introduce a modest element of multilateralism 
into European trade was made under an agreement of November 
18 , 1947. This agreement sought, through the use of the Bank for 
International Settlements, to provide a method for a general clear- 
ing or offsetting of debit and credit balances arising under existing 
bilateral payments agreements. Such offsets would reduce the 
necessity of gold payments and would restore credit margins so 
that additional trade might be financed. Such an arrangement, if 
effective, would reduce the necessity for the bilateral balancing of 
accounts. To be of any great help, however, the balance of pay- 
ments of each member of the system should be in substantial equi- 
librium with the system as a whole, and straining to achieve such 
equilibrium by attempting to equalize imports and exports be- 
tween individual countries must be avoided. Because of diffi- 
culties confronting some deficit countries, the plan can have but 
limited usefulness. 

The unworkable nature of earlier plans has caused a search for 
some method of clearing that could be supported by European 
Recovery Program aid. In July 1948, the Organization for Euro- 
pean Cooperation submitted a plan for United States approval 
designed to begin operations on October i, 1948. 17 It proposed 
(1) a consolidation of outstanding debts among the members of the 
European governments receiving ERP aid; (2) an allocation of 
currency by each country for use as credits or grants, the specific 
contribution to be linked to the amount of American aid re- 
ceived; and (3) the “multilateralization” of existing unused credit 
margins. This plan, modified from time to time, has been helpful 
but has been unable to provide a basis for anything like an ade- 

17 New York Times, July 30, 1948. For a good accouni of the problems of ex- 
panding multilateral trade in Western Europe, see Raymond F. Mikesell's "Regional 
Multilateral Payments Arrangements/’ Quarterly Journal of Economics, August 1918. 
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quate degree of European multilateralism. Consequently, con- 
tinued efforts are being made (1950) to bring about further liberali- 
zation of payments restrictions. It is hoped that a European pay- 
ments union may ultimately be established through ERP assistance 
and that intra-European trade may be able to tlurow off its quanti- 
tative restrictions and abolish bilateralism in favor of effective 
multilateralism. 

The International Monetary Fund 

In 1944, the representatives of the United Nations at Breiton 
Woods were searching for a plan that would ease the strains of the 
postwar period and facilitate the return to multilateral trade 
on an expanding basis. That they failed to anticipate the mag- 
nitude of the difficulties to be encountered is now abundantly 
clear. Our gigantic efforts to provide the necessary assistance 
through the British Loan, relief grants, and the European Re- 
covery Program testify to the degree to which the balance-of-pay- 
ments difficulties were underestimated. Consequently, as we 
have seen, the activities of the World Bank, conceived at the Bret* 
ton Woods Conference to extend loans for rehabilitation and de- 
velopment, have been dwarfed by direct aids from the United 
States, There was a similar failure at Bretton Woods to antic- 
ipate fully the continuing barriers to establishment of an effective 
mechanism that would provide multilateral convertibility of cur- 
rencies in the postwar world. Because of the severe and sustained 
nature of the balance-of-payments problems, the International 
Monetary Fund, although established, has not been able to func- 
tion as intended. Nevertheless, establishment of the Fund on 
March 1, 1947, was an important milestone on the thorny path of 
international economic cooperation. 

The purpose of the Fund is to permit stabilization of exchange 
rates on a freely convertible, multilateral basis while avoiding 
deflation and unemployment as a means of correcting an adverse 
balance of payments. Deficits in a country’s balance of payments 
may be of two kinds. First, there are those which arise out of 
seasonal and irregular needs, such as the failure of a principal 
export crop. Similar, though more persisting, a?e adverse bal- 
ances arising from cyclical fluctuations at home and abroad. As- 
suming that a country wishes to avoid deflation and follow a policy 
of full employment, it is necessary that it be sufficiently fortified with 
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disposable international currency reserves to meet the adverse bah 
ances as they arise. A gold standard country possessing large gold 
reserves in excess of minimum requirements will have little 
trouble in meeting either seasonal or irregular adverse balances. 
Even gold losses arising from depression can be met successfully 
unless the depression becomes prolonged and the adverse balance 
becomes very great. But countries that lack sizable amounts of 
surplus gold or other forms of international currency reserves must 
rely upon outside help. The International Monetary Fund can 
provide such help. In the second place, an adverse balance of 
payments may arise when a “fundamental disequilibrium* 9 has 
developed that will not be corrected by a normal reversal of sea- 
sonal and even cyclical conditions. In other words, the existing 
exchange rate “overvalues” the currency and thus promotes a 
chronic adverse balance. Two corrections for this condition are 
available. The correction necessary if exchange rates are to be 
held rigidly to the existing level is a fall in prices and internal 
depression. But such a corrective is looked upon, quite under- 
standably, as undesirable. The second and more attractive cor- 
rective is to allow the exchange value of the currency to fall to its 
equilibrium level. The International Monetary Fund provides 
for limited adjustments in exchange rates for such purposes. 

The composition of the International Monetary Fund. By 
May 15, 1950, forty-seven countries were members of the Interna- 
tional Monetary Fund. Each member is assigned a “quota,” 
This quota is important for a number of reasons. First, it deter- 
mines the contributions that each member country must make to 
the common currency pool that comprises the Fund, Second, it 
determines the amount that any member can draw from the Fund 
because such withdrawals are limited to a certain fraction of a 
member’s quota. Third, it determines the voting power of the 
member. 

The total quotas of all members are about eight billion dollars. 
Each member is required to pay in gold 25 per cent of its quota or 
10 per cent of its official holdings of gold and United States dol- 
lars, whichever is the smaller. The remainder of its quota is paid 
in its own currency. The Fund’s holdings of member currencies 
are carried on deposit with the central bank or other depositary in 
the respective member country. Members may substitute non- 
negotiable, noninterest-bearing demand securities for currency 
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held by the Fund in excess of current requirements. Other assets 
of the Fund, including gold, are held in selected depositaries. 
Initially, one-half of such assets is held in the United States and 
at least 40 per cent in depositaries chosen by the four member 
countries having the next highest quotas. 

Another condition of membership is the adoption by each 
member of the Fund of a par value for its currency expressed in 
terms of gold or the United States dollar. Delay in the deter- 
mination of par values is permitted in the case of countries pre- 
viously occupied by enemy forces. 

The purchase of currencies from the Fund Membership in 
the Fund entitles a country to “purchase” from the Fund the cur- 
rencies of other members by transferring to the fund an equiva- 
lent amount of its own currency at the ruling par vahte. Thus 
members may increase their supply of foreign currencies needed 
to meet an adverse balance of payments of a temporary nature aris- 
ing out of current foreign trade transactions. This means that 
within the limits governing purchases of other currencies, a coun- 
try is protected from the necessity of paying out minimum gold 
reserves or of shrinking current imports down to the current ex- 
port level to meet short-time inequalities in the balance of pay- 
ments. Thus a buffer supply of international currency reserves is 
provided to members of the Fund to care for current fluctuations 
in the balance of payments arising from causes other than funda- 
ment disequilibrium . 

During any 12 -month period, a member country may normally 
purchase foreign currencies in exchange for its own currency to 
an amount of not over 25 per cent of its quota. In addition, its 
total purchases are limited by the rule that, without special per- 
mission from the Fund, the Fund’s holdings of a given country’s 
currency cannot exceed 200 per cent of its quota. Therefore, if a 
country has paid 25 per cent of its quota in gold and 75 per cent 
in its own currency, it can offer its own currency in exchange for 
foreign currencies to the amount of 25 per cent in any one year 
and to the total amount of 125 per cent of its quota. 

Because the privilege of purchasing foreign currencies from the 
Fund is meant to answer only the current needs of members, pres- 
sure is exercised to induce members to buy back as promptly as 
possible their cutrencies offered to the Fund in exchange for for- 
eign funds. Two regulations are designed to accomplish this 



WORLD WAR II 


687 

purpose. First, in addition, to a service charge of three-quarters 
of 1 per cent made at the time of the purchase of a foreign cur- 
rency, the Fund levies a charge on its holdings of a currency in 
excess of 100 per cent of the member's quota. Thus, should a 
member that has paid 75 per cent of its quota in its own currency 
wish to purchase other currencies from the Fund, no charge save 
the initial service charge would be levied except on purchases in 
excess of 25 per cent of the member’s quota. The charge, when 
made, rises with the size and duration of the member's drawings 
against the Fund, and is normally paid in gold. Second, not only 
are members permitted at any time to repurchase for gold any 
part of the Fund's holdings of their currencies in excess of their 
quotas, but also they are required to repurchase such excess hold- 
ings under certain stated conditions relating to their supplies of 
gold and foreign exchange reserves. 

The choice of par values . Each member of the Fund adopts 
a par value for its currency in terms of gold or the United States 
dollar. This initial par is reviewed by the Fund and approved 
by it. Generally speaking, the par values originally adopted cor- 
responded to the dollar exchange rate previously in use and were 
accepted by the Fund as an appropriate starting point. Future 
modifications of initial par exchange rates, under the rules of the 
Fund, were anticipated as the more permanent postwar pattern of 
trade became clear. 

Two points of view were taken into account by the Fund in 
approving initial par values: (i) the immediate exchange rate 
requirements for successful expansion of exports and foreign trade 
during the reconstruction period; and (2) the uHimate or long-run 
exchange rate requirements of a country for maintenance of both 
a high level of output and an acceptable' balance of payments. 18 
There are obvious difficulties in the choice of a satisfactory rate of 
exchange for a country that lias had its foreign trade connections 
disrupted, its domestic production distorted, and its productive 
capacities reduced by the war. From the point of view of imme- 
diate need, a rate of exchange that would expand exports and 
shrink imports to a level where the balance of payments is equal- 
ized would clearly be unsatisfactory. Such a rate, by reducing 


is CL Cult, Camille, "Exchange Rates and the International Monetary Fund,” 
Review of Economics and Statistics , May 1948, pp. 82-8 r 
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imports, would limit rather than expand productive capacity. At 
the same time, it would invite internal inflation by encouraging 
the export of scarce goods. Hence, a true equilibrium rate of 
exchange appropriate for the immediate postwar years was not 
the proper aim. Instead, the Fund approved of exchange rates 
that promised to permit an expansion of exports without neces- 
sarily bringing imports and exports into balance. Necessary 
checks on imports were left to other controls. In the sellers’ 
market of the postwar world, such a compromise rate was both 
feasible and desirable. 

The ultimate or long-run aim of the Fund is to adopt par rates 
of exchange that will enable the countries concerned to restore 
a tolerable balance of payments after economic reconstruction, cur- 
rency convertibility, and sound, prosperous economic conditions 
have been restored in the main trading nations of the world. The 
Fund quite properly admitted that the choice of such a par ex- 
change rate is quite impossible by mere inspection of the economic 
conditions of the immediate postwar years. It also rejected reli- 
ance upon a calculation of purchasing power parities on the 
grounds that both concealed or potential price inflation and sub- 
stantial changes in the trade requirements of nations make such 
a calculation misleading and of little use. 19 Rather, it adopted 
the policy of approving original exchange parities so long as they 
promise not to interfere with expansion of postwar exports. In 
the long run it expected that modifications of existing parities 
would be required to avoid the adverse effects of currency over- 
valuation. The Fund concluded that up to the autumn of 1947, 
initial parities did not hamper exports. During 1948 and 1949, 
however, the varying rates of price inflation and deflation threat- 
ened to hamper exports to the dollar area countries. The devalu- 
ations of September 1949, were made after consultation with the 
Fund and with its approval, as a means of correcting overvalua- 
tions in terms of the dollar. 

Changes in exchange rate parities. One of the aims of postwar 
economic plans is to avoid the necessity of a country’s deflating and 
reducing employment as a means of achieving equilibrium in its 


18 But for the view that purchasing power parity calculations provide an indis- 
pensable point of departure for the determination of exchange parities, see Young, 
J. P., "Exchange Rate Determination," American Economic Review, September 
»9t7. I>P- 593-591- 
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balance of payments. I11 the absence of adequate amounts of 
international currency reserves, individual countries may notv pur- 
chase foreign currencies from the Fund to meet temporary adverse 
balances arising out of current transactions. But should an ad- 
verse balance of payments of a chronic nature develop, iL would 
indicate that the existing par of exchange is too high or that the 
currency is '‘overvalued.” In such a case, the par value of the cur- 
rency must be reduced if domestic deflation and unemployment 
are to be avoided. Overvaluation of the currency may arise out 
of domestic inflation, falling prices abroad, or shifts in the inter- 
national demand away from a country’s exports. In any event, 
the circumstances would warrant a reduction in par value of the 
currency. 

The rules of the Fund provide for a reduction of parities when- 
ever a “fundamental disequilibrium” develops in a country’s 
balance of payments. This has been interpreted to include the 
appearance of unemployment of a chronic or persistent character 
arising from pressure on the balance of payments. Changes in 
par value may be made only on the request of the member country. 
In order to avoid the danger of competitive exchange depreciation 
by countries seeking to undervalue their currencies to promote 
employment at home by “exporting unemployment,” a member 
must first consult the Fund before changing par values. The 
Fund has no veto power over changes not exceeding 10 per cent 
away from the initial par values. But the Fund has the right 10 
approve or disapprove of greater changes. Incidentally, when- 
ever the exchange value or parity of a currency is lowered or raised, 
the gold value of that currency held by the Fund cannot be allowed 
to change. Therefore appropriate adjustments, up or down as 
the case may be, are made in the amount of currency in the hands 
of the Fund. 

Capital transfers . The International Monetary Fund in itself 
does not provide protection against flight of capital or heavy uni- 
lateral capital transfers that may press heavily on a country’s bal- 
ance of payments. To be sure, the introduction of stable ex- 
changes in itself tends to eliminate speculative capital transfers, 
which proved so burdensome in the unstable currency days of 
the early igso’s and the lggo’s, But the right to reduce the ex- 
change value of a currency to correct fundamental disequilibrium 
may encourage the speculative sale of a currency in anticipation of 
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devaluation. It would be disastrous to the Fund, howevei, il 
its resources were exposed to drains arising from capital transfers 
and flight. Hence there is a provision that “a member may not 
make net use of the Fund’s resources to meet a large or sustained 
outflow of capital, and the Fund may request a member to exercise 
controls to prevent such use of the resources of the Fund. 1 ’ 

The reduction of exchange controh. A fundamental aim of 
the Fund is to introduce freedom of payments and transfers for 
current international transactions. Therefore members of the 
Fund agree to impose no restrictions on international payments 
on current transactions without the approval of the Fund. More-* 
over, they agree to refrain from any discriminatory currency ar- 
rangements or multiple currency practices except as authorized 
by the rules or approved by the Fund. In spite of the intention 
that such practices be reduced, the Fund has found it necessary 
to approve or acquiesce to their continuance in a number of 
cases. The Fund recognizes that the reconstruction period has 
presented difficulties in the balance of payments that justify tem- 
porary retention of exchange controls which are undesirable in 
the long run. 

Scarce currencies . A possibility exists, even after economic 
reconstruction has been accomplished, that the Fund’s supply of 
a particular country’s currency may become short because of cur- 
rent strength of the international demand for exports that country 
can supply. If the Fund’s ability to meet demands upon it is to 
remain unimpaired, a remedy for the current scarcity of the given 
currency must be provided. The Fund, therefore, may notify its 
members of an impending scarcity, make a report on the causes, 
and make recommendations for appropriate remedies. 

To correct the immediate shortage, the Fund may request the 
member whose currency is scarce to lend additional currency to 
the Fund or permit the Fund to borrow such currency within or 
without the member’s territory. The Fund may also require 
the member to sell its currency to the Fund in exchange for gold. 
Should the scarcity of a particular currency become serious, how- 
ever, the Fund may resort to rationing the limited supply among 
members applying for its purchase. In such a contingency mem- 
bers may resort to exchange control over dealings in currencies de- 
clared to be '‘scarce.” Unfortunately although perhaps inevitably, 
there seems to be no way to require a country to adopt appropriate 
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measures that might tend to overcome a threatened or actual 
shortage of its currency. For instance, if in spite of the devalu- 
ations of 1949, the postwar dollar shortage should persist after 
the economic rehabilitation of Europe becomes a substantial 
reality, corrective action by the United States should be taken to 
reduce its “favorable” balance of payments. This might involve, 
in ascending scale of preference, (1) internal price inflation; (a) a 
rise in the gold value of the dollar; (3) a reduction in import bar- 
riers; and (4) a steady flow of capital export for pi'oductive pur- 
poses. 

The sale of currencies by the Fund . The sale of currencies 
by the Fund to meet member countries’ temporary needs have 
been of modest proportions. The postwar requirements, growing 
out of economic dislocations of the times, were cared for by inter- 
governmental grants and loans, which we have discussed earlier. 
Nevertheless, some drawings have been made against the Fund. 
Naturally enough, the demand for U.S, dollars greatly overshadows 
the demands for other currencies. By February 28, 1950, the 
Fund had sold altogether $759.8 million U. S. dollars, 1.5 million 
pounds, and 500 million Belgian francs. 

Questions for Study 

1. Can you name the three main patterns found in monetary systems 
before World War 11 ? 

2. Examine Table 32. Can you explain the relatively mild changes 
in wholesale prices that occurred during the war period? Why 
was there the sharp upward movement after the war ended? 

3. After World War I, with one exception, stabilization of currencies 
was achieved without any attempts to reduce the quantity of 
currency. Contrast this with the steps taken in Belgium and in 
Western Germany after World War II. 

4. When currency reform was accompanied by blocking currency and 
deposits, what general goal was being sought? 

5. Why is a restoration of multilateral trade so urgently needed? 
How is the supply of international currency reserves related to the 
question of multilateralism? 

6. Can you show why adverse trade balances tend to result in the use 
of bilateral trade agreements? 

7. Examine Table 33. Why was Britain’s postwar balance-of-pay- 
ments problem so acute? 
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8. Why was the British dollar shortage made worse by Britain's 
obligations to other sterling area countries? 

9. In the text, five different possible methods of meeting the adverse 
balance of payments problem were suggested. What are the 
merits and weaknesses of each? 

10. Why did England refuse to devalue the pound for such a long time? 
Was this delay justified in the early postwar years? 

11. On what grounds can bilateral trading and exchange control be 
justified? 

Why are the postwar loans and grants of the United States to 
England and Western Europe of advantage to us? 

13. What is the primary purpose of the International Bank for Re- 
construction and Development? How does one account for the 
modest size of its operations to date? 

14. What are international currency reserves ? Why does their scarcity 
tend to drive a country into bilateral trading? 

15. What privileges go with membership in the International Monetary 
Fund? What is the quota assigned to members? 

16. What occasions permit a member country to: (a) Apply for the 
“purchase’ 1 of a foreign currency? (b) Apply for the privilege of 
changing its exchange parity? 
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Monetary Policy: Independent Currencies 
Versus an International Standard 


X N EARLIER CHAPTERS WE EXAMINED THE NATURE AND THE OPER- 

ation of various types of monetary systems. These systems varied 
from the international gold standard with rigid exchange rates to 
independent national currencies on an inconvertible paper basis. 
We saw how attempts have been made to achieve the benefits 
inherent in both international currency standards and independ- 
ent national currencies by the introduction of exchange controls 
in some countries and by provision for adjustable gold parities 
and borrowing facilities through the International Monetary 
Fund. 

We are now prepared to examine the problem of what is an 
appropriate and desirable monetary policy in the modern world. 
The search for a proper monetary policy implies, of course, that 
nations still have some element of choice in their monetary affairs. 
Furthermore, it implies that a consideration of various aspects of 
monetary policy and die proper choice of policy are vital ques- 
tions. The range of questions of monetary policy we shall exam- 
ine in this and in the three following chapters includes: (1) choice 
of a national, an international, or some intermediate form of 
monetary standard; (2) instruments of monetary policy available 
and most suitable in the modem world; and (3) standards by 
which domestic monetary management may best be guided in the 
search for economic stability and full employment. In the pres- 
ent chapter we shall consider the first of these problems — the 
choice of an appropriate monetary standard. 

695 
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The Case von an International Monetary Standard 

The nineteenth century saw the flowering of modern laissez 
faire capitalism. The foundations of this development were to be 
found in a tremendous growth of international trade accompanied 
by rapid expansion of international lending. The whole struc- 
ture was tied together and articulated by a common international 
standard of value, namely, gold. The gold standard, of course, 
required that price levels throughout the world move together in 
harmony. Failure of prices in one country to keep step with 
prices elsewhere brought a disturbance to the balance of payments, 
which in turn caused appropriate corrections in the price level. 
The general world movement of prices, to which the price levels 
of individual countries had to conform, was determined in the 
long run by the monetary supply of gold in relation to the mone- 
tary requirements. The short-run or cyclical price movements 
were governed in part by cyclical developments in different pans 
of the world economic structure. Particularly, however, the short- 
run price movements before 1914 were to a considerable degree 
under dre influence of the London money market and the Bank 
of England. This condition arose from the predominant place of 
the British money market in financing international trade, its im- 
portance as an international loan market, and the central position 
of the English merchant in world trade. The monetary policies 
of the Bank of England, therefore, tended to be imposed upon 
the remainder of the world. Some writers have chosen to de- 
scribe the situation as one in which the Bank of England managed 
the gold standard. Its management, however, was primarily de- 
signed to preserve an adequate supply of gold reserves rather than 
to achieve any such lofty aim as “stability,” which characterizes 
modern plans for monetary management. In any event, the prices 
of the various countries were compelled to follow the general 
world trend. 

An international monetary system . An international standard 
requires a commonly recognized and acceptable money. His- 
torically, the only money to achieve wide acceptability has been 
one consisting of the precious metals, with gold preferred in 
modern times. But this does not necessarily mean that an inter- 
national monetary unit must be gold or silver. If confidence in 
international relations exists, it is quite possible that an incon- 
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vertible paper unit of recognized purchasing power within some 
powerful trading country might become an international unit for 
making settlements between countries. We have seen this fact 
well illustrated in the use of the paper pound by the Sterling Bloc. 

Difficulties arising under an international gold standard . The 
gold standard, though working well as an international standard, 
at least part of the time, was subject to two serious defects. First, 
it was exposed to long, sweeping changes in world price levels 
arising from a failure of gold to expand at a rate cori~esponding to 
monetary requirements. Second, the gold standard not only 
failed to give protection against cyclical price fluctuations but in 
some instances it tended to accentuate them. This was especially 
true in periods of acute deflation, when a general loss of credit 
confidence led to money panics and forced credit liquidation. 
The results of such a liquidating movement were seen in the col- 
lapse of the gold standard after 1929. Doubt as to the desirability 
of the international gold standard began to be expressed in some 
quarters before the restoration of gold in the early and middle 
lggo’s. The subsequent collapse of the gold standard strength- 
ened this view, until now many economists believe that only by 
adopting ail independent national currency can modern monetary 
problems be met. 

The Case for Monetary Nationalism 

The case for monetary nationalism (or independent paper cur- 
rencies) rests primarily upon the belief that unemployment and 
cyclical fluctuations of the modern business world can be satis- 
factorily met only by a controlled and independent currency sys- 
tem. The gold Standard, as is well known, requires that prices 
within the individual countries adjust themselves to harmonize 
with world prices. This result requires reasonable flexibility of 
the whole internal price structure if the strains and disturbances 
associated with wide dispersion of individual price movements 
are to be avoided. The more readily the internal price structure 
adjusts itself to necessary changes, the greater the success of an 
international monetary standard such as gold. But there is reason 
to believe lhat prices may not be sufficiently flexible in the mod- 
ern economic world to make the international gold standard toler- 
able. To support this view, one may refer to the experiences 
of the decade that began in 1929, when in fact the gold standard 
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suffered a complete collapse. In addition, there is evidence tend- 
ing to show that price rigidity is inevitably increasing. 

The question of increased rigidity of prices . Several reasons 
may be cited for believing that the price structure of the modern 
world is becoming more rigid. First, there is undeniably a 
marked trend toward increased governmental interference in eco- 
nomic affairs. This trend takes the form both of price-fixing and 
of an expansion of direct governmental action in economic fields. 
At best, prices controlled by the government are but tardily ad- 
justed to general price movements. When price control is used 
to maintain prices of agricultural products, government agencies 
are notoriously biased against price reductions because of political 
considerations. Moreover, the expansion of the scope of govern- 
ment services furnished to the public tends to saddle upon the 
business community a rigid tax burden that cannot be adjusted 
to commodity price changes. 

Second, the growing power of unions, with their emphasis upon 
the maintenance of existing wage rates during depressions, adds 
a powerful influence to other forces leading to rigidity of costs. 
When such rates are supported by unemployment benefits paid 
by the government, the tendency toward rigidity is further 
strengthened. 

Third, in modern economic society, large-scale business entei'- 
prise is the inevitable result of modern technology. The growth 
of large-scale business units reduces the potential number of com- 
petitors operating within any given market, and encourages the 
formation of price-fixing agreements and the adoption of other 
methods of avoiding competition. In industries dominated by a 
few large-scale firms, a decline in demand is likely to be met with 
a fall of output rather than by a lowering of prices. “Adminis- 
tered” prices, in which the seller fixes his price and sells what he 
can at that price, are common both in fields dominated by large 
firms and among all products bearing a brand or other distinguish- 
ing mark. Although “administered” prices do fluctuate, they 
tend to move more slowly and through a narrower range than do 
prices fixed in markets where numerous traders deal in standard- 
ized, nondifferentiated goods . 1 

1 For an Examination of this question, see Neal, Alfred C„ Industrial Co?iceniralion 
and Price Inflexibility , American Council on Public Affairs, Washington, D, C„ 
1942. Also see Means, Gardner C., “Price Inflexibility and the Requirements for 
Stabilizing Monetary Policy,’* American Statistical Association Journal, June 1935. 
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Evidence of the growth of price rigidity is seen by some in the 
behavior of prices during the period 1928-1938. Evident sticki- 
ness is taken as an indication that the growth of large-scale produc- 
tion has been responsible for reduced flexibility of prices. This 
conclusion has been challenged, however. An examination of the 
behavior of prices over the past 100 years shows that during acute 
depressions violent changes have occurred in prices of “sensitive” 
commodities, whereas the prices of “insensitive” commodities 
have shown relatively little change. This result supports the 
view that the appearance of insensitive prices showing marked 
cyclical stability is by no means a new phenomenon, and that the 
increase in large-scale production is therefore not to be blamed 
for the existence of insensitive or rigid prices since 1920. Dur- 
ing the period 1926-1933, numerous examples may be cited of 
commodities that were produced by comparatively large and few 
concerns and that fell in price more than did the average of all 
commodities. These commodities include rubber tires, rayon, 
petroleum products, meats, and copper. On the other hand, the 
prices of apples, alfalfa seed, bakers’ bread, vinegar, canned vege- 
tables, boots and shoes, overcoats, coal, cement, brick and tile, 
paint, house furnishings, tableware, and paper and paper boxes fell 
relatively little, although these products are produced by com- 
paratively small-scale and numerous producers. The contrast be- 
tween sensitive and insensitive prices in four depressions is 
shown 2 in Charts 32-35. The prices during the periods repre- 
sented in the charts were divided into four equal groups on the 
basis of their decline from the beginning of the period to the low 
date. Commodities whose prices were thus classified included 
all of those appearing in the most comprehensive wholesale price 
indexes of each period. The sensitive and the insensitive prices 
shown in the charts are the average prices of the groups showing 
the greatest and the least decline, respectively. It would be un- 
reasonable to hold that inflexible debts, prices, wages, and tax 
burdens did not constitute a serious impediment to the restoration 
and maintenance of economic equilibrium under the gold stand- 
ard. Nevertheless, in the light of Mr. Tucker’s evidence, one may 
very properly doubt the complete validity of the often heard and 


2 See Rufus S. Tucker's “The Essential Historical Facts About ‘Sensitive’ and 
‘Administered’ Prices,” The Annalist , February 4, 1938. Also see Neal, op. cit.< 
Chapter VIII, for the conclusion that concentration was not responsible for price 
inflexibility in the 1929-1937 period. 
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popular assumption that new and growing inflexibility in prices, 
caused by the extension of large-scale productidn after World War 
I, made the postwar gold standard unworkable. The break- 



Chart 32. Contrast of Sensitive and Insensitive Prices, 1837-1840. Reproduced 
from The Annalist, Feb. 4, 1938, by permission of the New York Times . 



Chart 33. Contrast of Sensitive and Insensitive Prices, 1870-1879. Reproduced 
from The Annalist , Feb. 4, 1938, by permission of the New York Times . 


down of the gold standard after 1929 may more properly be laid 
to the vulnerability of many countries to the unusually severe de- 
flationary forces in operation than to any sudden increase in price 
inflexibility. 
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Economic stabilization and independent currencies . Present- 
day discussion of monetary policy centers around the problem of 
how to achieve full employment and economic stability. The 



Chart 34. Contrast of Sensitive and Insensitive Prices, 1890-1899. Reproduced 
from The Annalist, Feb. 4, 1938, by permission of the New York Times . 



Chart 35. Contrast of Sensitive and Insensitive Prices, 1928-1937. Reproduced 
from The Annalist, Feb. 4, 1938, by permission of the New Yoik Times. 


proper approach to this problem is generally held to be along the 
road toward stabilization of prices, control of the discount rate and 
government fiscal policy. These goals are designed to smooth out 
* fluctuations in investment and to bring about and maintain an 
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equality between saving and investment at full employment. Ad- 
herence to an international gold standard, with its stable exchange 
rates, requires that internal prices and discount rates be adjusted 
to conform to the requirements of outside price movements and 
trade balances. Disequilibrium in the balance of payments under 
the gold standard is corrected in the last analysis by adjustments in 
the price level. In the view of some economists, this introduces 
an almost insuperable barrier to attempts at domestic stabilization. 
On the other hand, these economists believe that flexible exchange 
rates associated with independent currencies furnish a painless 
and swift method of restoring equilibrium in the balance of pay- 
ments. Many advocates of monetary management, therefore, re- 
ject entirely ail thoughts of an international monetary standard 
such as gold . 3 They shed few tears over the abandonment of the 
gold standard because they believe that a growing rigidity of prices 
and other developments have made its maintenance impracticable 
anyway, regardless of attempts at management. 

An independent currency system, under which the internal price 
level is stabilized while world prices fluctuate, necessarily requires 
flexible and fluctuating exchange rates unless it is combined with 
exchange control and bilateralism. Those who hold that tire 
only hope of achieving internal stability lies in the adoption of 
an independent currency believe that the choice lies between un- 
stable internal prices with stable exchange rales and stable internal 
prices with unstable exchange rates . 4 The choice of a free inde- 
pendent currency instead of an international standard is, there- 
fore, not an unmixed blessing, for it offers an opportunity to exer- 
cise greater control over domestic prices and interest rates at the 
price of exchange stability, one of the most significant benefits of 
the gold standard. 


3 Cf. Bernstein, Money and the Economic System, Chapel Hill, N. G„ University 
of North Carolina Press, 1935, pp, 463-464, and Whittlesey, Charles R., International 
Monetary Issues, New York, McGraw-Hill Book Co., 1937, for two American writers 
who emphatically reject the international gold standard. 

4 Of course, if the rest of the world were also to adopt a successful policy of stable 
prices, stable exchange rates might be possible in the face of domestic stabilization 
efforts. Cf. Keynes, Monetary Reform , New York, Harcourt, Brace & Co., 1924, 
pp. 167-168. For an excellent discussion of the connection between international 
monetary and price relationships and a policy of stabilization, see John H. Williams’ 
"International Monetary Organization and Policy’’ in Lessons of Monetary Experi- 
ence, New York, Farrar & Rinehart, 1937, Arthur D. Gayer, ed. 
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Some Objections to Independent Currencies 

The inflationary bias of independent currencies . Stressing* cost 
and wage rigidities as the essential reason lor the need for an inde- 
pendent currency, the advocates of such a currency are primarily 
concerned with the desirability of avoiding the depressing effects 
of price deflation. Because of this, the pursuit of a national policy 
of stabilization may lead to the development of an inflationary 
movement in domestic prices. 

Let us suppose, for example, that a country using an inde- 
pendent currency system develops an adverse balance of pay- 
ments because of a decline in the foreign demand for some of 
its exports. Under an international standard, corrections would 
occur in the form of a decline in internal prices, with the greatest 
decline occurring in those commodities whose foreign demand 
has diminished. But with an independent paper standard, the 
restoration of equilibrium will occur through a rise in the foreign 
exchange rates. The rise in foreign exchange rates will (1) pre- 
vent a fall in the prices of the export commodities whose demand 
has declined; (2) increase the cost of imports and therefore reduce 
their volume; and (3) stimulate exports whose foreign demand has 
not diminished. All of these .results give encouragement to do- 
mestic industry. With lagging costs, those industries whose prices 
actually advance will receive unusually large profits, and a general 
expansion will tend to develop. Unless the monetary authority, 
therefore, takes stern restrictive measures, a domestic boom, with 
its well-known self-reversing characteristics, will result. But the 
rise in foreign exchange rates, with its inflationary effect on the 
domestic economy, was permitted in order to prevent a fall in 
pidces in that branch of the export trade whose foreign demand 
had fallen away. Any credit restraints designed to hold in check 
the threatened rise in the general domestic price level will neces- 
sarily cause a fall in the price of exports for whose benefit a flexible 
exchange rate is designed. Since it is the announced purpose of 
the monetary nationalism to avoid reducing prices and wages be- 
cause of a change in the international situation, it is difficult to 
believe that appropriate deflationary measures would be adopted 
by the monetary authority. 5 


G CC, Hayek, Monetary Nationalism and International Stability, pp. 35-53. 
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The above source of economic instability, which seems inherent 
in attempts to escape deflation by the use of independent cur- 
rencies with flexible exchange rates, must be set against the ex- 
pected gains* In case the fall in demand applies to all exports, 
owing to world business depression, this source of disturbance 
becomes unimportant. In such a case, the inflationary aspects 
would be overshadowed by general deflationary conditions. Since 
it is with this last contingency that monetary management is vitally 
concerned, the advantages of monetary management should out- 
weigh the disadvantage discussed above. 

Independent currencies and long-term lending . Perhaps the 
gravest criticism of independent currencies concerns their effect 
upon international capital movements. Both long-term and 
short-term capital movements will be influenced by a shift from 
the gold standard to independent currencies. The reason for this 
lies in the inevitability that pure paper currencies will be accom- 
panied by fluctuating exchange rates. But when the hazards of 
uncertain exchange rates are added to the ordinary hazards of 
foreign long-term lending, it may well be that such lending will 
be sharply curtailed. If so, this is a serious basis for criticism of 
independent standards. Modern capitalism has reached its high 
level of effectiveness through international division of labor sup- 
ported by generous movements of capital from the older areas into 
the undeveloped, frontier areas. The stagnation in world econ- 
omy after 1929 to no small extent can be blamed upon a drying- 
up of international lending. Abandonment of an international 
standard, such as gold, may be expected to furnish an added barrier 
to such lending. 

Advocates of independent currencies, however, refuse to be 
impressed with the danger to foreign lending. First, they admit 
that the gold standard, with its stable exchange rates, may have 
performed yeoman service during the nineteenth century, while 
capitalism was growing to maturity, but point out that today that 
growth is tapering off. As a result, international capital move- 
ments are no longer so essential. In fact, there is some evidence 
that modern capital movements are of slight advantage. Much 
of the lending done during the 1920*5 went for unproductive uses, 
with subsequent embarrassment to borrower and lender alike. 
Moreover, there seems to be a spreading disbelief in the ability of 
a lending country to adjust its balance of payments readily in the 
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face of a sizable expansion of foreign loans. This fear of disturb- 
ance to the lending country’s balance of payments is closely asso- 
ciated with the idea that prices and costs are growing in rigidity. 
From this line of reasoning it is concluded that lamez faire in 
international lending is undesirable. Furthermore, it is noted 
that the workers in a country lending abroad are being deprived 
of higher incomes at home for the benefit of workers abroad. In 
other words, while capital may be more productively employed 
abroad, it by no means follows that the welfare of the population 
at home is actually bettered. 0 

Advocates of independent currencies, however, will not always 
admit the validity of the common assumption that long-term lend- 
ing must languish in the absence of the international gold stand- 
ard. They see as causes of the decline in foreign investment of 
the 1930*5 such things as the world-wide depression, trade barriers, 
former losses, and, to a lesser extent, fear of fluctuating currencies. 
Foreign loans are customarily expressed in terms of the lender’s 
currency. Since this is so, it matters little to the purchaser of 
foreign securities of this type whether or not the lending or the 
borrowing country is using an independent currency. So long 
as he is assured of a fixed amount of his own currency in payment, 
the lender can ask for nothing better either at home or abroad. 
The borrowers, however, are in such a case exposed to the danger 
of fluctuating exchange rates. Yet even here there need be no 
serious danger. If the lending country has an independent cur- 
rency, there is small likelihood that it will suffer any marked de- 
flation of prices. Therefore, there seems to be little risk that the 
exchange rate on the lending country will rise sufficiently to 
increase the debtor's burden to any serious degree. On the other 
hand, if a fall in the exchange value of the borrowing country’s 
currency in terms of the lender's currency should occur, it would 
presumably be due to a rise in prices within the debtor country. 
But such rising prices would provide windfall profits of sufficient 
magnitude to offset the adverse exchange rates. Finally, foreign 
investment need not take the form of fixed-income-bearing se- 
curities. Investment in foreign stocks and property is by no 
means uncommon. On such investments there seems to be no 


c Ci Keynes, Treatise on Money , Vol. II, pp, 306-315. Also see Whittlesey, 
International Monetaiy Issues , pp. 150-152. 
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reason to expect prohibitive hazards arising out of fluctuation in 
exchange rates. 7 

Independent currencies and short-term capital movements . 
The collapse of the gold standard after 1929 was in no small 
measure immediately due to the flight of short-term balances from 
countries whose monetary systems came under suspicion. At- 
tempts to withstand this flight led to highly deflationary pressure 
and caused the serious forced credit liquidation. These short-term 
balances are a natural and indispensable part of the international 
banking mechanism. Their volume, however, increased during 
1929 and 1930, owing to the unwillingness of lenders to tie them- 
selves to long-term commitments. After the panic had seized the 
international financial markets during the years 1931-1932, the 
volume of short-term balances was still further augmented by the 
action of frightened individuals who sought refuge from the haz- 
ards of holding their own currency in converting it into liquid 
holdings abroad. 

Advocates of the use of independent as contrasted to an inter- 
national currency profess to see no way to avoid a repetition of 
the experiences of 1929-1933 save by a complete abandonment 
of the gold standard. Only thus, it is said, can fear be rendered 
impotent to disturb the stability of a country's economic system. 
The adoption of an independent currency and flexible exchanges 
would reduce the accumulations of short-term foreign exchange 
balances by removing the fixed gold points that make possible 
the accumulation of bankers’ arbitraging balances. With inde- 
pendent currencies, the bulk of the short-term balances would be 
those of exchange speculators. The very hazard of holding for- 
eign exchange in the face of flexible exchange rates would tend to 
discourage the practice. 

Advocates of independent currencies are inclined to dismiss 
lightly the fact that such currencies may be and have in fact been 
the object of speculative movements of great magnitude arising 
from the flight of capital. They hold that experience with gold 
during the last few years shows that it, too, is exposed to the pres- 
sure of capital flight in times of depression. But this is hardly a 
fair picture of the relative susceptibility to capital flight of the 


7 Tor a competent development o£ this whole argument, see Whittlesey, op. cit 
' PP* I 59“' 1 7°* 
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two types of currency. Inconvertible paper currency, unless care- 
fully managed and protected, is always exposed to the danger of 
capital flight. Gold currencies, in normal times, are not so ex- 
posed to speculative pressui'e. It is only in time of acute depres- 
sion that they come under suspicion. 

In conclusion, the flight of capital was responsible for much 
trouble during the period beginning with 1931. It is unlikely, 
however, that the abandonment of gold offers any remedy for this 
danger. Speculative pressure, which may reach very large and 
disturbing proportions, is a constant threat to free exchange rates 
based upon independent currencies. Such exchanges are exposed 
to every breath of suspicion that arises, and are, therefore, subject 
to violent and unpredictable fluctuations. Satisfactory short-run 
stability of exchanges cannot be expected without resort to some 
form of exchange control mechanism, such as the stabilization 
funds with whose operations we are already familiar. But the 
resort to exchange control to check short-run exchange fluctuations 
introduces complications in the problem of obtaining the maxi- 
mum benefits from the use of an independent paper currency to 
combat a general depression. Efforts to induce internal prices to 
move contrary to the movement of prices abroad must be coupled 
with a conscious depreciation of the exchange value of the do- 
mestic currency if the best results are to be obtained. But ex- 
change depreciation as an instrument of national policy has serious 
objections. Any actual undervaluation of the currency, whether 
intentional or unintentional, will still further disturb the econ- 
omies of foreign countries. Moreover, any depreciation of a con- 
trolled exchange rate, whether it results in undervaluation of the 
currency or not, is almost certain to provoke unfavorable reaction 
abroad with reprisals in the form of higher tariffs, quotas, and 
competitive exchange devaluation. 

Independent currencies and seasonal factors. International 
trade is not something that moves smoothly and regularly, with 
a constant balance between imports and exports. Instead, it is 
irregular in nature, conforming to seasonal forces that influence 
both demand and supply. Consequently, there is no daily, 
weekly, or even monthly balance between import and export 
items. Under the gold standard, it is sufficient for the trade and 
long-term capital items entering the balance of payments to be 
equalized over a fairly long period of time. This is true because 
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of (i) the willingness of bankers to allow credits to accumulate 
within a country having an adverse balance, in the expectation 
that later in the season the situation will be reversed; and (2) the 
possibility of shifting gold when necessary to meet adverse bal- 
ances. But, on the other hand, an independent currency with 
free exchanges discourages bankers 1 balances. As a result, either 

(1) exchanges must fluctuate widely enough to create an equality 
between import and export items over short periods of time; 

(2) some form of exchange control must be initiated to force a 
short-run equality of import-export items; or (3) a stabilization 
fund must be set up to take the place of the banker who operates 
under the gold standard to provide short-run stability of exchange. 
Clearly, the use of exchange stabilization funds offers the most 
pi'actical way to meet the problem raised by independent cur- 
rencies. 

Independent currencies and the influence of foreign cyclical 
price movements . One important advantage claimed for the use 
of independent currencies is that it permits the freeing of the 
domestic economy from cyclical price movements originating 
abroad. Is there good reason to believe that this assumption is 
true? In answering this question, one must take into account the 
fact that an individual nation is by no means a closed economy 
dealing only with itself. Instead, all nations must deal with 
others, and are parts of the larger world economy. Regardless of 
whether or not a country adopts an independent currency with 
flexible exchanges, a depression abroad will adversely affect the 
export market. Conversely, boom conditions abroad stimulate 
exports and domestic business. Monetary management, with or 
without an independent currency system, can prevent a foreign- 
generated boom from spreading to the domestic economy. It is 
unlikely, however, that it can avoid the disturbing consequences 
arising from a severe depression abroad. 

The problem involved in attempts to insulate one country from 
the effects of economic fluctuations abroad is well stated by Pro- 
fessor Hayek. “The truth of the whole matter is that for a 
country which is sharing in the advantages of the international 
division of labor it is not possible to escape from the effects of 
disturbances in these international trade relations by means short 
of severing all the trade ties which connect it with the rest of 
the world. It is of course true that the less the point of contact 
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with die rest of the world, the less will be the extent to which 
disturbances originating outside the country will affect its in- 
ternal conditions. But it is an illusion that it would be possible,* 
while remaining a member of the international commercial conv 
munity, to prevent disturbances from the outside world from 
reaching the country, by following a national monetary policy 
such as would be indicated if the country were a closed com- 
munity. It is for this reason that the ideology of Monetary 
Nationalism has proved, and if it remains influential will prove 
to an even greater extent in the future, to be one of the main 
forces destroying what remnants of an international economic 
system we still have.” 8 

Domestic Stabilization Under an Internationa!, Standard 

The advocates of monetary nationalism believe that an inde- 
pendent currency is a prerequisite to successful monetary manage- 
ment. This opinion is based on the belief that international 
monetary stabilization is impossible, and that independent action 
by one country alone requires the freedom that can be provided 
only by an independent currency. Before accepting this claim 
at full face value, one must inquire more fully into the possibili- 
ties of (1) domestic control while operating within an interna- 
tional monetary system; and (2) international co-operation. 

Secular price trends and domestic stabilization . Any attempt 
under the gold standard, or other international currency system, 
to regulate the price level of a single country so that it will run 
counter to the secular trend of world prices must sooner or later 
fail. If world prices are rising, stable domestic prices would even- 
tually tend to impose an intolerable supply of gold upon the 
domestic banking system. On the other hand, if world prices 
are falling, stable domestic prices must sooner or later cause such 
a loss of gold, or other international currency reserves, by the 
domestic banking system as to require the abandonment of the 
standard. But this is not of such vital importance as might appear 
at first thought, for the primary problem of stabilization has to do 
with relatively short-run cyclical price movements. 

Domestic cyclical stabilization and an international monetary 
standard , such as gold . Contrary to the common assumption of 

8 Monetary Nationalism and International Stability ^ Longmans, Green and Com- 
pany, Inc., New York, 1939, pp. 70--71. Quoted by permission of the publishers. 
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those advocating an independent currency system, a considerable 
measure of control over cyclical fluctuations remains in a domestic 
monetary authority in spite of an adherence to an international 
monetary system. First, booms that originate either within or 
without a country can be as effectively counteracted under the gold 
standard as on inconvertible paper. Similarly, recessions originat- 
ing at home can be met with the full battery of monetary weapons 
regardless of whether gold or paper standards are in use. But, 
one may ask, what becomes of stabilizing efforts when depressions 
develop in the outside world? At such a time, a decline in domes- 
tic prices and business activity will be inevitable under the gold 
standard. The degree to which the domestic economy will suffer 
depends, of course, upon the relative importance of foreign trade. 
But even under the gold standard, monetary authorities are not 
entirely helpless in the face of world-wide depression. A lowering 
of interest rates through open-market operations of the central 
bank may be expected to have a stimulating effect on investment. 
If supplemented by public works expenditures, the domestic econ- 
omy could be stimulated regardless of the adherence to gold . 0 
Inconvertible paper would, of course, offer two advantages over 
gold in this connection. First, it offers the rather questionable 
opportunity to stimulate exports by resort to exchange deprecia- 
tion. Second, it would avoid the deflationary consequences of a 
loss of gold arising from an excess of imports due to a revival of 
business and a rise in domestic prices. But gold losses due to busi- 
ness revival need not be serious, for a rising security market and 
improved profit prospects will attract rather than repel foreign 
investments. Even though some gold losses do occur, they need 
not prove detrimental to recovery so long as they do not exceed 
the power of the central bank to meet them out of excess reserves. 
For this reason, a proper distribution of the world’s gold reserves 
is a desirable thing if cyclical stabilization is to be sought. One 
can hardly concur with the smug and oft-repeated statement of 
advocates of independent currencies that cyclical stabilization by 
monetary means is entirely impossible under an international 
standard. * Nevertheless, the advantage in this regard clearly rests 
with inconvertible paper. This fact is especially well indicated 


9 Keynes* Treatise on Money , New York, Harcourt, Brace & Co., 1930, Vol. TI, 
PP* 375~37 6 ’ Cor a recognition of this point. 
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by the experience of the 1931-1936 period, when the abandonment 
of gold contributed heavily to the success of attempts to promote 
recovery. 

Monetary Management Through International Co-operaiion 

Some difficulties of international co-operation , The case for 
independent currencies rests largely upon the proposition that 
international co-operation is unable to produce a satisfactory 
international currency. Some reasons for lack of faith in such 
co-operation are: 

1. Nationalism presents a powerful barrier to anything like 
effective co-operation among nations on matters of monetary 
policy. One need but recall the criticism in some quarters of 
attempts by the Federal Reserve System to co-operate on mone- 
tary policy with foreign central banks during the restoration of 
gold in the 1920*8 to realize the practical difficulties that exist. 
Jealousy, fear that the interests of foreign countries do not coin- 
cide with one’s own, and popular distrust of “foreign theories” all 
complicate the problem of co-operation. 

2. Even if an international monetary agreement could be 
reached, the gold standard itself is not entirely amenable to man- 
agement. Gold output rises and falls without regard to monetary 
requirements. Hoarding and industrial demands for gold cannot 
be controlled. There is the potential menace of capital flight 
from any country whose currency comes under suspicion. 

3. Genuine differences in the economic situation in the several 
countries may require different monetary policies in order to 
achieve full employment and stability in each. An example of 
this is the problem raised in respect to countries that enjoy differ- 
ent rates of economic progress. A monetary policy suited to a 
country in which economic efficiency is advancing rapidly would 
be objectionable in a country in which improvements are appear- 
ing more slowly. 

Even though all of these objections are serious ones, they do 
not rule out entirely the possibility of international monetary 
co-operation. Nor should the fact that current circumstances 
make the prospects of such co-operation at the moment exceed- 
ingly dim pi’event serious consideration of the problem. If any 
genuine improvement in economic affairs is to be accomplished 
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through rational methods, long-run aims cannot be dismissed 
merely because they are momentarily impracticable.. Little o£ 
genuine value is likely to come out of temporization on the basis 
of short-term situations alone. 

Possible methods for international co-operation. Once serious 
attempts at international co-operation become possible, several 
methods of action present themselves. 

1. Discount and open-market policies of the important central 
banks can be utilized to regulate credit conditions within their 
respective countries. If price stabilization is chosen as the goal, 
the combined efforts of the central banks should be able to check 
unhealthy expansions. Depression, in turn, may be offset by easy 
money policies; and, if international co-operation is seriously fol- 
lowed, government expenditure, properly financed and timed, 
should assist in promoting revival. 

2. In support of the central banks’ instruments of credit con- 
trol, international agreement may well be used to change the gold 
content of the several currencies whenever the gold output 
threatens to become too small or too large and so to interfere with 
the credit policies of the central banks. If the gold content of all 
currencies is shifted proportionately, there will be no interference 
with the international character of the world’s monetary system. 
The rules governing the International Monetary Fund provide 
for such a change in the gold parities of all currencies at the same 
time and by the same amount when such action seems desirable. 

3. Measures must be taken to protect the monetary system of 
each country from unnecessary and excessive drains of gold and 
other international currency reserves that might impose a drastic 
and undesirable liquidation of prices and credit and cause unem- 
ployment. Several approaches may be made to this problem: 

(a) One proposal has been to check gold flows by widening the 
spread between central banks’ buying and selling prices for gold. 
This policy would introduce greater "give” to exchange rates 
and thus would allow more room for adjusting to short-run dis- 
equilibrium in the balance of payments without gold movements. 10 
Such a policy is subject to the criticism that it might encourage 
the accumulation of international short-term balances of the sort 
that proved so disastrous in the early iggo’s. 11 


10 Of. Keynes, Treatise on Money , Vol. II., pp. 319-331. 

It Cf. Whittlesey, International Monetary Issues , pp. 115-117, 
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(b) A second and more significant approach to the problem of 
protecting international currency reserves of individual countries 
is the provision of means for expanding such reserves through 
borrowing at some international reserve bank. Such an arrange- 
ment is provided in the International Monetary Fund, which was 
studied in the preceding chapter. If and when economic sta- 
bility is re-established and basic equilibrium is restored, such 
borrowing power will go far to care for temporary and emergency 
disequilibria in countries’ payments balances. It will permit cen- 
tral banks, whose gold and other international currency reserves 
are reduced to a point where multiple credit liquidation is 
threatened, to borrow to meet their adverse balances. Moreover, 
it permits a central bank to institute mild rather than violent 
internal credit restraint, should conditions in its country’s bal- 
ance of payments warrant, to aid in correcting any fundamental 
as contrasted to temporary disequilibrium. 

(c) Finally, a workable system of international cooperation ap- 
pears to require an added protection for the international currency 
reserves of a country that desires to promote internal stability and 
full employment. If complete international monetary co-oper- 
ation were feasible, under which all countries would adopt a uni- 
form policy, this need would be less acute. But under actually 
existing conditions, such a unified international policy is unat- 
tainable. Consequently, each country must be left largely to its 
own devices so far as monetary policy is concerned. In other 
words, the enormous significance attached to economic security 
and full employment in the modern world, plus the impossibility 
of complete and satisfactory international co-operation, makes 
some degree of monetary nationalism inevitable. But independ- 
ent currency policy requires some flexibility of exchange rates if 
unendurable drains of international currency reserves are to be 
avoided. The International Monetary Fund provides for that 
flexibility. Whenever, in pursuit of independent monetary pol- 
icy, a country finds its balance of payments in “fundamental dis- 
equilibrium,” provision is made for changes in the gold parity 
exchange rate through authorized procedures. Coupled with 
this is the additional protection afforded by the authorization of 
controls over capital movements, which if left free might quickly 
drain away a country’s reserves. 

Conclusion , An examination of the probable limitations of 
an independent currency indicates that the claims of its more 
enthusiastic advocates are unwarranted!/ sweeping. It is clear, 
however, that the abandonment of gold removes one important 
cause of deflationary pressure of the kind that arose during the 
acute depression period of 1929-1936. Nevertheless, it appears 
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to be something of an exaggeration to claim that flexible exchanges 
offer a simple, painless, and nondisturbing' means of restoring 
equilibrium to the balance of payments. 

An ideal system would require complete international currency 
management, with free but stable exchanges and mobilized re- 
serves of the sort now available within a single country. Such 
an ideal can hardly be realized without an effective form of world 
government. We may conclude that, in the absence of conditions 
necessary for achieving this ideal, the International Monetary 
Fund, with its companion International Bank for Reconstruction 
and Development, offers a mechanism by means of which there 
exists a possibility of achieving something of the best of both 
monetary worlds; i.e., basic exchange stability with protection 
against dangers of short-term disturbances in the balance of pay- 
ments, and sufficient exchange flexibility to permit individual 
countries to pursue the goal of full employment. But the mere 
existence of the mechanism is in itself no guarantee of successful 
operation. Rather, it can only aid the world to restore and main- 
tain normal trade and full employment when individual countries 
achieve internal stability and external equilibrium. 


Questions for Study 

l, What reasons can you give in favor of independent paper cur- 
rencies? 

2- a) What is the significance of the belief that prices are becoming 
more inflexible? 

b) What evidence can you give to support the view that price 
inflexibility is greater than it was before 1914? 

c) Examine Charts 32 through 35. What are Tucker’s reasons for 
believing that insensitive prices are not on the increase? 

3. Can you explain why independent currencies have an inflationary 
bias? 

4. It is argued that independent currencies discourage long-term 
international lending. 

a) What is the basis for this belief? 

b) How do the advocates of independent currencies answer this? 

c) How do the practices of exchange control and blocked balances 
affect international lending? 

5. What are the relative merits of an international currency and 
independent paper currencies in avoiding troublesome short-term 
capital flight? 
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Why is this question not so urgent as it once was? 

6. A strong case is made for independent currencies on the grounds 
that they facilitate efforts at domestic stabilization. 

a) How valid is the claim that foreign depressions are prevented 
from spreading to the domestic economy? 

b) To what extent can a policy of domestic stabilization and full 
employment be pursued under an international monetary 
system? 

7. What advantages might be achieved by international co-operation? 
Why is such co-operation difficult to achieve? 

8. Along what lines might international monetary co-operation pro- 
ceed? What contributions might the International Monetary 
Fund make to such an effort? 
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Instruments and Methods of Internal 
Monetary Management 
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tem is in use, the modern world does not permit an escape from 
some degi'ee of monetary management. Essentially, all eiforts at 
monetary management are national in nature, with international 
co-operation but an extension and a co-ordination of management 
policies of individual countries. Before taking up the proper 
standards for monetary management, it will be helpful to examine 
the methods that may be used to exercise the desired control. 

Central bank credit policy has long been recognized and ac- 
cepted as a primary instrument of credit and monetary control. 
And in spite of the rude blow to its prestige during the depression 
of the 1930’s, it still holds a key position in any practical system of 
monetary management. The reason for this fact will become 
clearer as we examine the limitations of other available methods 
of control. It is useful, therefore, to re-examine central bank 
credit policy at this time so that it may be put in its proper place 
in relation to other available and proposed control methods. 

The Central Bank as an Instrument of Monetary Control 

The place of bank credit in the monetary system needs no fur- 
ther examination at this point. It is also unnecessary to repeat 
here a detailed discussion of the various methods by which central 
banks, as represented by the Federal Reserve System, may influence 
the money market. It will be enough merely to review these 
methods of control in broad outline. 

716 



INTERNAL MONETARY MANAGEMENT 


7 J 7 

Central banks ' contact with the money market . First, it is clear 
that control over the volume o£ credit depends primarily upon the 
central bank’s being in contact with the money market. This 
means simply that the central bank’s control rests on its ability to 
vary the volume and effectiveness of commercial bank reserves that 
support the credit superstructure. Whenever the commercial 
banking system is dependent upon central bank credit for its re- 
quired cash reserves, the central bank is in contact with the money 
market and is in a position to exercise some credit control. 

The Federal Reserve Banks, being central banks, are in a posi- 
tion to influence general credit conditions whenever member 
banks are dependent on Federal Reserve Bank credit for some sig- 
nificant part of their required reserves. In order for this to be 
true, the total amount of outstanding Federal Reserve Bank credit 
must exceed by some margin the excess reserves of the member 
banks. In the earlier days of the Federal Reserve System, it was 
customary for the Federal Reserve Banks to encourage member 
banks to become dependent on reserve bank credit so that the 
desired contact would exist. Thus, a lowering of the Federal Re- 
serve Banks’ discount rates and some expansion of their open- 
market holdings of securities tended to encourage member banks 
to expand their loans and investments to a point where the banks 
were dependent on reserve bank credit. Then, when occasion 
arose, restraining action by the reserve banks would become effec- 
tive in checking undesirable expansion. During the latter half 
of the i93o’s, the enormous increase in gold holdings of the United 
States so increased member bank excess reserves that reserve bank 
contact with the money market became impossible. During the 
war, however, member bank reserves were put under extraordi- 
nary pressure. This pressure resulted both from the increased 
requirements for currency in circulation and from the need for 
increased reserves to support the war-generated expansion in de- 
posits. Consequently, the Federal Reserve System purchased, in 
the open market, government obligations to the amount of over 
$24 billions. Since the war, there has been no question of the 
existence of contact with the money market by the Federal Reserve 
Banks. Instead, the question has become merely one of the will- 
ingness of Federal Reserve authorities, under the existing condi- 
tions, to exploit that contact for the purpose of exercising restraint 
when it appears to be needed. 
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A .supplemental device for aiding the Federal Reserve Banks to 
keep in contact with the money market is, of course, the power of 
the Board of Governors to vary reserve requirements of member 
banks. Whenever such requirements are less than the allowable 
maximum, an increase may be ordered to absorb excess reserves, 
and where excess reserves are insignificant, to raise the degree of 
dependence of member banks on Federal Reserve Bank credit. 

Instruments of control of the Federal Reserve Banks . Tradi- 
tionally, the central bank discount rate, which determines the cost 
of borrowing additional cash reserves by the commercial banks, 
was considered the prime instrument of central bank credit con- 
trol. But under present-day conditions, wnth such bank borrow- 
ings at an insignificant level, the discount rate of the Federal Re- 
serve Banks no longer exercise anything but a moral or pet~suasive 
influence on the money market. In contrast to the very small 
volume of Federal Reserve Bank credit that originates from com- 
mercial bank borrowing and rediscounting (in October 1949, it 
was but $112 million) the bulk of Federal Reserve credit today 
originates from the reserve bank holdings of United States Govern- 
ment securities. In October 1949, these stood at $17 billion, and 
since excess reserves of member banks Tvere less than $ 1 billion, 
ample Federal Reserve Bank contact with the money market 
existed. 

The second well-recognized instrument of credit control is the 
“open-market operations” of the Federal Reserve Banks. By the 
purchase of government securities, the Federal Reserve Banks can 
increase member bank reserves at will. By selling securities, they 
can reduce by a corresponding amount the reserve balances of the 
member banks. Thus the Federal Reserve Bank purchase of 
securities encourages, though it cannot compel, member bank 
credit expansion. The sale of securities by the Federal Reserve 
Banks, in turn, can impose credit restriction by reducing reserve 
balances of member banks and compelling the banks to resort to 
rediscounting or borrowing at the reserve banks. This exposes 
the member banks to the restraints inherent in the Federal Re- 
serve discount rate policy. The tremendous holdings of govern- 
ment securities by the Federal Reserve Banks leaves no doubt 
about their power to exercise restraint on the money market by 
reducing these holdings. But the reserve banks are prevented 
from utilizing their power to control the money market through 
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open-market operations by the Federal Reserve System policy, 
adopted at the beginning of the war and continued ever since, that 
the price of government securities should be supported and stabi- 
lized. Consequently, the open-market dealings cannot be utilized 
to restrain credit, and thus raise interest rates, where the effect is 
bound to be some fall in the price of securities. Member banks, 
confronted by a loss of reserves, have only to sell government se- 
curities, of which they have an abundance, in the open market. 
There they will be picked up by the Federal Reserve Banks in the 
pursuit of the System’s bond price support policy. 

Because of the conflict of discount rate and open-market policy 
with the policy of supporting government bond prices, the Federal 
Reserve System has been compelled to make use of other instru- 
ments of control. First, it has utilized changes in reserve require- 
ments that not only permit absorption of excess reserves when de- 
sirable but also provide an offset to reserves created by the pur- 
chase of government securities by the Federal Reserve Banks in 
the pursuit of the policy of stabilizing the government bond 
market. To make this control more effective, the Board of Gov- 
ernors of the Federal Reserve System has repeatedly requested that 
its powers to raise requirements be expanded. Second, the System 
has turned to the use of selective credit controls that restrain 
credit by imposing limitations on particular forms of credit with- 
out attempting to tighten the credit situation generally. These 
controls include margin requirements on loans to finance trading 
in stocks, and consumer credit regulations previously authorized 
by law. 

Fiscal Policy and Monetary Management 

Before the depression of the 1930’s, central bank credit policy 
was generally looked upon as the appropriate tool for stabilizing 
business activity and for combatting depression and unemploy- 
ment. It was the common view that the problem of employment 
was primarily one of economic stability. Preventing unemploy- 
ment, therefore, involved first the prevention of booms and 
inflations that would inevitably bring about depression and un- 
employment. Depression was to be combatted directly by lower- 
ing interest rates and thus encouraging investment and business 
activity. Unemployment was but an unfortunate aftereffect of 
booms, and represented only a temporary departure from the 
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norm of full employment. It is easy to understand, therefore, 
the widespread confidence in central bank credit policy as a proper 
and competent regulator of economic fluctuations. This view 
found support in the apparent effectiveness of credit policy during 
die ig2o’s up to the collapse of 1929. 

The depression of the lggo’s proved to be more than a mere 
short-run reaction from the preceding happy boom. So severe 
was this reaction, and so profound the depression and its accom- 
panying loss of confidence, that the conventional “easy money” 
policies of the central bank became completely inadequate as a 
stimulus to recovery. Furthermore, the collapse of the boom it- 
self in 1929 was a rude shock to those who believed that the Federal 
Reserve Board had so successfully solved the problem of monetary 
and credit regulation as to guarantee an indefinite period of pros- 
perity, enthusiastically referred to as the New Era . Consequently, 
central bank credit policy, discredited as a device to insure sta- 
bility and full employment, gave way in popular interest and sup- 
port to government fiscal policy. 

The significance of government fiscal policy today stems from 
two sources. First, unlike central bank credit policy, govern- 
ment fiscal policy may be used to bring about, rather than merely 
permit, an expansion in money income flow during periods of 
depression and unemployment. This may be accomplished both 
through the making of grants to consumers and through invest- 
ment in public works. Either action tends to increase the money 
income flow and is subject to the well-known multiplier effect. 
Second, the great size of government expenditures during the years 
since the war makes possible the use of fiscal policy to influence the 
flow of money income without making any special modification in 
the level of government spending. With a Federal budget in the 
neighborhood of $40 billions, the income flow can be modified 
substantially by changing the relation of tax revenues to expendi- 
tures, High taxes as compared to expenditures tend to impose 
restriction upon the income flow, and deficit financing has the 
opposite effect. It is little wonder that the shiny splendors of this 
newly found and appreciated tool of monetary policy have tended 
to overshadow the more modest results of central bank credit 
policy. 

The effects of changing the depositaries of government funds . 
Assembly of government funds through taxation or borrowing re- 
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quires that these funds shall be carried while awaiting disburse- 
ment. If they are deposited in the commercial banks, the reserve 
position of the banking system will not he affected. If, however, 
the Treasury deposits part of its idle funds in the central bank, 
there results a decline in the reserve balances of the commercial 
banks by an amount equal to such deposited funds. On the other 
hand, the subsequent spending of these funds restores bank re- 
serves to their former position. 

Variations in government investment . The root of economic 
fluctuations appears to lie in variations in the rate of private in- 
vestment. Without doubt, central banks can impose sufficient 
restraints to head off an overexpansion of private investment that 
threatens to become an inflationary boom. But when unemploy- 
ment appears because of a decline in private investment, central 
bank policy can only expand the supply of funds available for 
investment; it cannot compel that investment to take place. 
There can be no doubt that easy money and low interest rates 
cannot adequately stimulate investment if severe depression has 
reduced the prospective marginal productivity of capital to zero 
or below. Therefore, some direct expansion of investment by 
the government in the form of public works provides a possible 
solution. 

To be genuinely effective in expanding investment during de- 
pression, public works require (1) proper timing; (2) proper financ- 
ing; and (3) widespread approval in the business and investing 
community. The need for proper timing is obvious. Plans must 
be ready for rapid use if falling private investment is to be offset. 
At the same time, public works should be gradually terminated 
with the recovery of private investment. Such a program calls 
for long-range planning, as short-run improvisation is strewn with 
pitfalls. 

Proper financing of public works requires measures that will be 
certain to provide a net increase in investment. But unless one 
visualizes a continually rising national debt, ultimate payment by 
the taxpayers cannot be avoided, and the proper timing of such 
taxes becomes an important question. The most promising pro- 
cedure is to finance part of the expenditure for public works by 
expanding the government debt in the form of Treasury bills and 
notes. This policy encourages the banks to use their excess re- 
serves as a basis for loan and deposit expansion. Government 
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borrowing thus tends to replace private borrowing at the banks. 
In addition, the issue of government bonds will induce some in- 
vestment by capitalists and institutional investors who otherwise 
would tend to hoard their cash accumulations because of invest- 
ment uncertainties. As a partial alternative to the sale of bonds, 
the government might impose heavier taxes upon large incomes 
from which arise heavy accumulations of idle savings during de- 
pressions. This action, however, might have undesirable psycho- 
logical results. The expansion of the government debt during 
depressions calls for its retirement during better times. Here, 
again, the timing problem may be a difficult one. 

Of quite a different sort is the problem that would attend the 
use of public works or government investment as a means of 
counteracting chronic depression. Some economists believe that 
the approach of “economic maturity** of the capitalistic system 
inevitably leads to a condition of chronic depression owing to the 
continued lag in private investment. This view suggests that a' 
return to anything like continued prosperity will require a con- 
stant expansion of government investment to fill the gap left by 
the decline of private investment and the continued high pro- 
pensity to save. 

Finally, the success of public works in promoting recovery de- 
pends largely upon the approval of the business community. If 
businessmen believe that public works will be beneficial to busi- 
ness, they will respond favorably, and in turn will expand their 
own investments. On the other hand, private investment will 
not be stimulated if businessmen generally look upon public 
works as the height of folly. Indeed, under such circumstances, 
private investment may well fall below the level that ’would have 
been maintained in the absence of public works. 

Functional finance; budgetary surpluses and deficits . Because 
the Federal budget is of such enormous proportions, stabilizing 
operations aimed at the maintenance of full employment may be 
successfully carried out without resort to the variable program of 
public works described in the preceding section. Instead, to 
combat depression and unemployment, Government expenditures 
may simply be allowed to exceed the tax reveirues by an amount 
sufficient to restore the desired income level. The beneficial 
effect, obviously, must flow from the expansionary character of 
Government spending when the money is obtained by borrowing 
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uninvested savings or new bank credit. So long as employment 
and income are below the desired level, deficit financing will con- 
tinue. On the other hand, during inflations tax revenues should 
be maintained sufficiently above expenditures to prevent an ex- 
pansion of income. 

In so far as the fluctuations to be offset are cyclical in character, 
the aim would be a budget balanced cyclically rather than annually. 
Should unemployment appear to be chronic in nature, a proper 
fiscal policy would require a constant increase in the public debt. 
Understandably enough, there is likely to be opposition to the use 
of an unbalanced budget for the purpose of economic stabilization 
and promotion of full employment. Budgetary deficits are asso- 
ciated in the public mind with unsound monetary policies, and 
with good reason in many countries. Such opposition can be 
overcome only by demonstration that a plan for “functional 
finance” is soundly conceived and carefully and systematically 
operated without political interference . 

The attraction of the use of fiscal policy is enhanced by the 
realization that, with a level of government expenditure of from 
thirty to forty billion dollars, it is practicable to offset almost any 
possible decline that might occur in private investment. More- 
over, a general acceptance of fiscal policy as a means of combatting 
unemployment would certainly have a strong tendency to sustain 
private investment incentives. 

There are a number of serious problems that arise in any at- 
tempt to adopt a system of “functional finance.” First, to be 
effective, it is necessary that a flexible system of taxes be intro- 
duced. It is unlikely that a sufficient degree of flexibility in 
tax revenues can be “built in” so as to avoid the necessity of a 
change in tax rates, upward during booms and downward during 
depressions . 1 Awaiting Congressional action in such matters 
would involve such delays as to nullify most of the benefits. Par- 
ticularly is delay likely in enacting laws that would raise taxes 
during booms. But the possibility of persuading Congress to 
transfer to some qualified administrative authority the power to 
introduce necessary changes in tax. rates appears remote indeed. 

Closely related to the problem of tax flexibility is the infla- 

iFor a proposal that would involve no contra cyclical tax adjustments, see 
Milton Friedman's “A Monetary and Fiscal Framework for Economic Stability/' 
American Economic Rcviezu, June 1948. 
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tionary bias o£ most political decisions. For this reason, brakes 
upon inflation in the form of higher taxes are likely to be applied 
reluctantly and tardily by Congress. The Congressional enthu- 
siasm for tax reduction during the 1947-1948 boom is a case in 
point. Hence it becomes imperative that central bank credit 
policy be kept effective and available for use in imposing needed 
restraints during booms. Indeed, it appears likely that effective 
control must require a combination of fiscal policy and central 
bank credit policy. 

The need for coordination of central bank and fiscal policy . 
We have already noted some of the limitations of central bank 
credit policy and fiscal policy. Acting alone, neither appears 
equal to the Lask of stabilizing business. Consequently, it is most 
important that some effective agency be established to coordinate 
credit and fiscal policy as far as possible under existing conditions. 
However, until Congress is persuaded to transfer authority to 
initiate contracyclical changes in tax revenues to such an agency, 
there is not too much reason to expect constructive results from 
fiscal policy. 

Some Proposed Controls: The Stabilized Dollar 
and 100 Per Cent Money 

Many proposals for monetary reform have been advanced from 
time to time. Perhaps the ones that have aroused the most dis- 
cussion and controversy were those supported by Professor Irving 
Fisher. 

Fisher's plan for stabilizing prices . One of the earliest pro- 
posals for introducing control over the domestic currency in a 
gold standard world was Fisher’s plan for the Stabilized Dollar.* 
Briefly, his plan contained these proposals: 

1. The currency should consist of dollar certificates redeemable 
in a dollar’s worth of gold. 

2. The amount of gold contained in the dollar should be varied, 
from time to time in such a manner as to offset and prevent price 
movements. 

3. Whenever wholesale prices rise, the weight of the gold dob 
lar should be increased. Whenever the wholesale price index 
falls, the weight of the gold dollar should be reduced. The sug- 
gested maximum amount of increase or decrease in the weight of 


3 Stabilizing the Dollar, New York, The Macmillan Co., 1920. 
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the dollar is 1 per cent every two months until the rise or fall in 
prices is checked. 

4* To prevent speculators from taking advantage of the pro- 
spective changes in the gold content of the dollar, a spread of i 
per cent should be maintained between the buying and selling 
price of gold in terms of dollar certificates. 

Two reasons can be given for thinking that, in a gold standard 
world, changes in the gold content of the dollar might be effective 
in stabilizing prices. First, a lowering of the gold content would 
lower the foreign exchange value of the dollar and result in its 
undervaluation. The stimulating effect on exports and the re- 
strictive effect on imports resulting from this undervaluation 
would assist in raising domestic prices. Second, lowering the gold 
content of the dollar would leave unused or free gold in the Treas- 
ury against which new dollar certificates might be issued. These 
could be spent in lieu of taxes and would have an inflationary 
effect. An increase in the gold content of the dollar, on the other 
hand, might be expected to have an effect just the opposite from 
that of decreasing it. 

Although the Stabilized Dollar proposal was never adopted, in 
a sense it was the forerunner both of the depression-born attempts 
to expand employment by exchange depreciation and of the slid- 
ing parity provisions of the International Monetary Fund. The 
latter, of course, are designed to correct fundamental disequilib- 
rium in the balance of payments and to permit monetary manage- 
ment rather than as an instrument by which management is carried 
out. 

ioo per cent money. A radically different means of establishing 
control over the quantity of money has been suggested by the ad- 
vocates of the ioo per cent reserve plan of banking reform. 3 The 
present supply of '‘effective money/* it is pointed out, consists 
primarily of demand deposits in banks. The volume of such de- 
posits is directly related to and governed by the volume of bank 
loans and investments. It follows, therefore, that the volume of 
money in the form of demand deposits is limited by the supply of 
available bank reserves and the willingness and ability of the banks 

3 For a description of this proposal and the advantages claimed for it, see Fisher, 
Irving, ioo Per Cent Money , New York, Adelphi Co. (Greenberg), 1935; Currie, 
Lauchlin, Supply and Control of Money in the United States, Cambridge, Harvard 
University Press, 1931, pp. 157-183; and Simons, Henry, A Positive Program for 
Laissez Faire , Chicago, University ol! Chicago Piess, 1934, pp. 23-26. 
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to make loans and investments. Although the volume of bank 
reserves is subject to control through the action of the central 
bank, the regulation of the quantity of bank credit based upon 
these reserves is difficult if not impossible. Indeed, it is held by 
advocates of too per cent money that bank credit is perversely 
elastic. In times of business expansion, borrowers flock to the 
banks to increase their liquid resources. As business improves, 
the banks become increasingly willing to make loans. There 
results an inflationary expansion of money leading to rising prices 
and economic disequilibrium. On the other hand, qnce business 
prospects decline, bank credit shrinks. Borrowers repay tlieir 
loans both because they find it no longer desirable to remain in 
debt and because banks force repayment. This situation is ac- 
companied by a fall in prices and depression in business. Credit 
liquidation may become especially acute in the case of a general 
loss of confidence in banks that leads to runs and compels the 
banks to reduce loans in order to improve Lheir cash reserve ratio. 

Advocates of 100 per cent money visualize the difficulties of 
monetary management as deriving from the privilege and ability 
of banks, operating with a fractional reserve against demand de- 
posits, to change the volume of their earning assets and thus to 
vary the volume of deposit currency based upon any given and 
controlled volume of reserves. The 100 per cent money plan 
seeks to free the economic system of the curse from such fluctua- 
tions in the volume of deposit currency by requiring that all de- 
mand deposits held by banks be backed by a full too per cent 
reserve. With such an arrangement, any variation in the volume 
of demand deposits is dependent upon equal variations in the 
volume of available cash reserves. 

The 100 per cent money plan would provide that banks should 
acquire cash reserves to the full amount of their existing demand 
deposits either by selling their earning assets, government bonds 
for instance, to the Monetary Authority for cash, or by borrowing 
from the Monetary Authority on the security of their earning 
assets. In either event, future changes in the quantity of demand 
deposits would depend solely on the action of the Monetary Au- 
thority, which would buy securities in the open market to increase 
demand deposits and sell securities to reduce them. 

Although the advocates of loo per cent money have stressed the 
ability of the Monetary Authority to prevent deposit expansion 
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during booms, ibis is hardly a strong argument in behalf of the 
plan. As is well recognized, under the present fractional reserve 
system, the Federal Reserve System is amply able to impose re- 
straint. Therefore the main contribution to stability that the 
plan o'ffers is elimination of demand deposit shrinkage caused by 
forced liquidation of bank loans in times of depression. But even 
this laudable result could not be effectively realized unless all 
short-term loans, subject to liquidation during depression, are 
eliminated. Il was not the intention, however, of the advocates 
of the plan that the short-term loan market be abolished. Indeed 
they stressed the continuation of the loan functions of the time 
deposit departments of banks. But in doing this they overlooked 
the fact that all or nearly all of the influences operating to cause 
loan reduction (and consequent deposit reduction) by commercial 
banks also operate to cause the reduction of loans of time deposit 
banks. In fact, all lenders are certain to press for repayment of 
their short-term loans whenever the borrower’s solvency becomes 
threatened or their own needs for cash liquidity expand. When- 
ever the time deposit department of a bank demands repayment 
of short-term loans, as it will tend to do in depressions, the result 
is an accumulation of idle funds in the bank’s hands in an amount 
equal to the amount of deposits destroyed by similar action by 
commercial banks. One is forced to the conclusion that the suc- 
cess of the 100 per cent money plan would require abolition of 
the short-term loan market, including all lending of that nature 
by time deposit banks, finance companies, etc. Even the exten- 
sion of trade credit, easily restricted in depressions, might have to 
be banned. Such drastic change in the loan structure, however, 
is unlikely. Although the plan found substantial support during 
the years of the depression, its appeal seems gradually to have 
disappeared. 

Composite Commodity" Units as the Basis for Paper Currency 

The idea that paper money might well be based upon com- 
modities other than gold is by no means a new one. During de- 
pressions, businessmen frequently feel an acute need for funds 
that are not for the time being readily available through the nor- 
mal credit channels. At such times, the idea of coining com 
modities into money has a special appeal, Proposals to create 
money upon the basis of stored commodities, however, have gen- 
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erally been looked upon as inflationary and contrary to the best 
interests of monetary stability.* But an interesting proposal to 
use commodities as a basis of currency issues has been advanced 
that is designed to provide and to insure stability of commodity 
prices . 4 5 

A stable money based on commodities . A dollar that will have 
a constant purchasing power over commodities is the goal of all 
stable money plans. What could be more reasonable, therefore, 
than to insure this constancy by providing that dollars be made 
interchangeable with a given volume of commodities? To do 
this would require the establishment of composite units comprised 
of staple, storable, primary commodities in their proper propor- 
tions. The dollar value of such units would be fixed in accord- 
ance with the total value of the commodities included in them, at 
prices of the date chosen for beginning stabilization efforts. At 
any time, holders of dollars could convert them at this fixed rate 
into units of commodities. Likewise, any holders of a unit of 
commodities might present warehouse receipts for the same to 
the monetary authority and receive paper dollars in return. Such 
a system is believed to assure that the price level of the units of 
commodities used as the standard would always remain stable. If, 
for example, the prices of commodities making up the commodity 
unit tend to fall, such commodities, in the proper proportions, will 
be put into storage and the warehouse receipts will be converted 
into money. On the other hand, whenever the market prices of 
the commodities tend to rise, these receipts will be redeemed by 
presenting dollars, and will be sold at the market price. Such 
a system would automatically lead to an expansion of currency 
when prices begin to fall and a decrease in the currency whenever 
prices start to rise. Because the money value of the whole ? com- 
posite unit is stabilized, the price of any individual commodity in 
the unit is free to rise or fall as the demand for it relative to its 
supply rises or falls. Thus adjustment of output of particular 


4 For a discussion of commodity money proposals of the depression years of the 
early lego’s, see Foster, Wm. T., and Catchings, Waddill, Money , Boston, Houghton 
Mifflin Co., 1924, Chapter VIJ. 

5 Ct Graham, Frank ”The Primary Functions of Money and Their Consum- 
mation in Monetary Policy,” American Economic Review, Supplement, March 1940, 
and Graham, Benjamin, Storage and Stability , New York, McGraw-Hill Book Co., 
l 937* 
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commodities is encouraged by the movement of individual prices 
within the fixed unit. 

Such a direct method of stabilizing the price level of staples 
comprising the commodity unit promises a more effective control 
over the general price level than does monetary management di- 
rected at the expansion and contraction of the quantity of money . 6 
Professor Graham held that such a system of money would pro- 
vide an automatic method of satisfying the varying degrees of 
liquidity preferences of the public. Whenever the demand for 
cash balances instead of goods increases, the public can quickly 
and easily satisfy iLs desires by converting goods into money 
through the monetary authority. Whenever liquidity preference 
diminishes again, the process can be reversed . 7 

Should the composite commodity units be used as the basis foi 
the currency of a single country, the resulting stability of the 
domestic price level would, of course, require exchange-rate flexi- 
bility. 

Commodity units as a basis for an international monetary sys- 
tem . The advocates of the use of commodity units as a monetary 
base hold that such a system need not be limited to a single 
country. Instead, they hold that it may be extended to provide 
a basis for an international currency embodying the good points 
of the gold standard but free from some of its shortcomings. To 
establish such a system each country desiring to become a member 
would adopt the international composite commodity unit agreed 
upon by the countries involved and would thereafter agree to buy 
and sell such commodity units at a fixed price in terms of its own 
currency. A country belonging to the system might at the same 
time maintain the gold standard by freely purchasing and selling- 
gold at a fixed price. In this case there would result a fixed price 
for the commodity unit in terms of gold as well as in terms of the 
country’s currency. But even if the currencies of countries were 
not tied to gold, the maintenance of a fixed price for the inter- 
national commodity unit by the member countries would intro- 
duce an exchange-rate parity among them. 

Professor Hayek holds that such an international commodity 

0 Cf. Hayek, F. A., “A Commodity Reserve Currency,” Economic Journal , June- 
September 1943, p. 180. 

7 Graham, Frank D. f op, cit. 
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unit currency system offers the major benefits of the gold standard, 
namely, the provision of an automatic and predictable system of 
international currency, operating under fixed rules, and not re- 
quiring that decisions of national policy be subject to control by 
some international authority. He believes that, in addition, the 
system would have some positive advantages over the gold stand- 
ard. First, it promises both exchange-rate stability and a high 
degree of world commodity price level stability which the gold 
standard cannot offer. This is possible because changes in the 
liquidity demands may be largely satisfied by an expansion of 
currency against the deposit of composite commodity units with 
the Monetary Authority. The gold standard could provide no 
short-run currency expansion in the face of greater demand, as 
evidenced by falling commodity prices, and only a slow expansion 
through increased gold production in the long run. Moreover, 
under the gold standard a retreat by the public from commodities 
to liquidity is necessarily accompanied by a fall in commodity 
prices and in output, but under the proposed system the output of 
basic commodities as a whole, though not of particular items in 
excess supply, can be maintained. Thus employment can be 
maintained and a future supply of basic commodities accumulated 
against future shortages . 8 

Objections to the use of the commodity unit currency reserve 
plan on a national basis . From die viewpoint of workability, the 
commodity unit currency reserve plan ought to be most applicable 
to a single country with an independent currency system. The 
main problem would then appear to arise in respect to the appro- 
priate commodity items to be included in the unit and the proper 
weight of each. In order that the plan be effective in controlling 
general prices, it would be necessary to include in the composite 
commodity unit a representative sample of all of the important 
goods that enter the markets. This means that a sample list of 
staples would be insufficient, for there is no reason to expect the 
general price level to follow the price of such staples. If, for 
example, a recovery period found places of raw-material staples 
rising sharply, this system would reduce the quantity of money 
irrespective of the behavior of general prices. But as the number 
of such commodities that are included in the unit is increased, 


S Hayek, op, ciL 
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the difficulties oi administration become enormously magnified. 
1 he problem presented by storage, for instance, is a serious one, 
and the familiar difficulty of proper proportions or weights of the 
different commodities in the i~epr , esentative unit also presents 
itself. 

The suggested rule for governing weights of the different items 
making up the commodity unit is that they be weighted according 
to the relative importance of each in the economy of the country. 
This rule might be rigorously defined and adhered to through 
the application of some agreed upon formula. But the actual 
composition and weights in the unit must necessarily be subject 
to periodic revision. At such times when revisions are made, a 
good deal of political jockeying might arise among pressure groups 
for the adoption of weights that would be favorable to the pro- 
ducers of particular commodities. For example, should tech- 
nological changes reduce the demand for cotton and hence weaken 
its price, it would clearly be to the interest of the cotton industry 
to attempt to increase the weight of cotton in the commodity unit 
whose price is stabilized. On the other hand, should the cost of' 
cotton growing rise, greater “room” for an increase in the price ol 
cotton would result from reducing the weight of cotton in the 
composite unit. Also, should the cost of cotton growing fall 
because of technological improvements, the cotton industry would 
benefit from an increase in the weight of cotton in the composite 
unit whose price is stabilized. But the fact that conflict of inter- 
ests may arise does not mean that the plan cannot be made to work. 
It does mean that it cannot be expected to be a panacea that will 
end all monetary problems. 

Yet another difficulty may arise, whether the plan is put upon 
a national or an international basis. Any scheme aimed at gen- 
eral price stabilization is in danger of colliding head-on with the 
desire of labor for wage increases that exceed the growth of labor 
efficiency. In such a case, rigid prices might well provoke unem- 
ployment. 0 This possibility, of course, is not peculiar to the 
commodity reserve plan for it would arise in connection with any 
proposed method of stabilizing prices. 

In addition, there is no reason to think that this scheme would 
solve the liquidity-preference problem satisfactorily. The indi- 


o Cf. Keynes, J. M., "The Objective of International Price Stability," Economic 
Journal, June-Sept. 1943, pp. 185-187, 
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viduals who become afflicted with an annoying attack of liquidity 
preference during depressions are by no means confined to mer- 
chants and dealers in merchandise. Equally troublesome is the 
liquidity preference of investors in securities and of business firms 
that would normally be purchasing new equipment, machines, 
tools, buildings, and so forth. None of these individuals would 
be in a position to satisfy their liquidity preferences by the pledge 
of staples, so as to keep up the price of the things that they ought 
to buy but will not. 

Objections to an international commodity reserve currency 
standard . The problem of weighting individual commodities in 
the commodity unit constitutes a most serious barrier to the intro- 
duction of an international commodity currency reserve standard. 
Within a single country, the conflicting interests represented by 
the different commodity producers might be harmonized without 
too much difficulty. Mr. Benjamin Graham’s unit, comprised of 
twenty-four different commodities, might indeed prove acceptable 
for the United States. But an attempt to use a similar list with 
similar weights for an international standard would surely meet 
with serious opposition. A unit that is suitable for the economy 
of the United States could not be expected to fit the needs of coun- 
tries with different production patterns. For example, let us sup- 
pose that wool were given a weight in the composite commodity 
unit in proportion to its importance in the economy of the 
United States. In such a case, wool’s weight would be relatively 
small. Should the price of wool drop sharply in the world mar- 
kets, the price of the composite unit would fall somewhat but only 
by a relatively small amount, since wool constitutes but a modest 
fraction of the total unit. Therefore, the sale of commodity units 
for currency in the various countries would continue until the 
combined commodity unit had risen to its fixed price. But only 
a modest amount of wool would be taken off the market by this 
process, and its price would be raised but little, Australia, with 
an economy and income structure based largely upon the world 
price of wool, would in no way be insured of a stable price and 
income level by the stabilization of the price of an international 
commodity unit suited to the needs of countries like the United 
States. Instead, Australia would require a unit heavily weighted 
for wool if it were to benefit from such a system. Similarly, Brazil 
would need a unit in which coffee was heavily weighted. Like- 
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wise an industrialized country little given to the production o£ 
staples of the sort usually recommended for inclusion in the com- 
posite commodity unit would find little relief from a fall in busi- 
ness and income arising from domestic causes. For the price of 
the commodity unit would be but moderately depressed by the 
depression in the country concerned. Also, little expansion of 
domestic currency could arise out of the deposit of commodity 
units with the monetary authority of the depression country. 10 
We may well conclude that single-crop countries would find 
adherence to an international commodity standard of little advan- 
tage. Such adherence would be likely to expose them to a de- 
flationary fate similar to that offered by the gold standard in 
case of a fall in the world price of their principal product. Such 
countries, therefore, would be well advised to stick to an inde- 
pendent currency with flexible exchange rates. 

In spite of the difficulties just discussed, it is possible that a 
limited adoption of an international commodity reserve standard 
by the principal industrial countries might well introduce a help- 
ful element of stability not only in their own economies but in the 
economies of other countries as well. Such a development need 
not conflict with the aims of the International Monetary Fund, 
for it would provide a method of reducing one threat of deflation 
that normally exists under stable exchange rates, namely, a drop in 
the prices of international staples and the commodities closely 
related to them. 


Questions for Study 

1. In what manner do the Federal Reserve Banks influence or control 
the volume' of money and credit? 

2. Why is their power to restrain greater than their power to induce 
expansion? 

3. Why have open-market operations become so much more important 
than discount rate policy? 

4. Why does the postwar policy of supporting government bond 
prices deprive the Federal Reserve System of effective power to 
regulate the cost and availability of credit? 

10 For a development of this argument, see Rosenson, Alex, International Com- 
modity Reserve Standard Reconsidered ” The Reviexv of Economics and Statistics, 
May 1948. 
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5. a) Why is government fiscal policy a better means for combatting 

depression than central bank credit policy? 
b) Why is fiscal policy likely to be ineffective in resisting inflation? 

6. Contrast variations in government investment with tax revenue 
flexibility as a method of combatting business fluctuations. 

7. Why is it now commonly said that the Federal budget should be 
balanced cyclically? 

8. The 100 per cent money plan has been advanced as a means of 
escape Iron) the perverse elasticity of bank credit and money during 
the business cycle. 

a) Under such a plan when and how would the quantit) of money 
be varied? 

b) Why would its benefits be confined mainly to the a\oiclance oi 
forced liquidation during depressions? 

c) Why would its success seem to require the abolition of all shorn 
term lending? 

9. a) What is the nature of the composite commodity-unit money 

proposal? 

b) Why would it tend to stabilize prices? 

c) What political problems would arise under it? 
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Standards of Credit and Monetary Policy 


Credit and monetary policy provides the core of most pro- 
posed methods for promoting economic stability and full employ- 
ment. It is appropriate, therefore, that we examine the possible 
standards by which such policy should be guided. There have 
been two widely divergent views as to the proper standards or 
guides for monetary and credit policy. The first emphasizes the 
importance of quality of bank credit. The second emphasizes 
the importance of quantify of bank credit and money. Up to 
about 1935, the credit policies of the Federal Reserve System were 
essentially qualitative in character. Since that time, there has 
been a shift in the direction of quantitative standards. 

The Qualitative Standard of Credit' Policy 

The conflict between the qualitative and quantitative standards 
of credit policy is not a new one. An early, clear-cut example of 
the difference between these views occurred in connection with 
the celebrated Bullion Report of 1810. 

The Bullion Report, Because of temporary difficulties, the 
Bank of England was permitted lo suspend the redemption of its 
notes in specie under the authority of the Restriction Act of 1797. 
The government was at that time waging a great war, and found 
freedom from monetary restrictions to its liking, and for this 
reason allowed the Restriction Act to remain in force. At first, 
no noticeable depreciation of the pound developed, but by 1808- 
1809 depreciation had become serious enough to attract public 
attention. The result was the appointment of a committee by 
the Hoiivse of Commons on February 19, 1810, to investigate the 
reasons why the pound had depreciated in terms of gold and for- 
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eign currencies. The report of this Committee was ordered 
printed on June 8, 1810. 1 

The Committee had occasion, in the course of its investigation, 
to inquire of the managers of the Bank of England as to whether 
or not the depreciation of the gold and foreign exchange value of 
the pound might be due to excessive issues of inconvertible notes. 
In reply, the Bank of England managers insisted that the decline 
in the value of the pound must have been due to a rise in the 
value of gold because of its scarcity on the Continent of Europe- 
It was impossible, in their view, that the value of the pound 
should decline because of the issue of notes by the Bank, for it 
issued such notes only against “legitimate mercantile paper/’ 
It was held unnecessary that the behavior of foreign exchange 
rates or the price of gold bullion be consulted to determine the 
correctness of the volume of note issue. 2 The only requirement 
for a sound currency was that the Bank lend on self-liquidating 
commercial paper, to use a phrase made familiar by the rules gov- 
erning the rediscount of eligible paper by the Federal Reserve 
Banks. 

The Committee rejected this view expressed by the managers 
of the Bank of England, and branded as fallacious the idea that 
no excessive supply of currency could result from the discount of 
perfectly good bills. To quote: 3 

The fallacy, upon which it is founded, lies in not distinguish- 
ing between an advance of capital to merchants, and an additional 
supply of currency to the general mass of circulating medium. If 
the advance of capital only is considered, as made to those who 
are ready to employ it in judicious and productive undertakings, 
it is evident there need be no other limit to the total amount of 
advances than what the means of the lender, and his prudence in 
the selection of borrowers may impose. But in the present situ- 
ation of the Bank, intrusted as it is with the function of supplying 
the public with that paper cuiTency which forms the basis of our 
circulation, and at the same time not subjected to the liability of 
converting the paper into specie, every advance which it makes of 
capital to the merchants in the shape of discount, becomes an addi- 
tion also to the mass of circulating medium. In the first instance, 
when the advance is made by notes paid in discount of a bill, it 

i See Canaan, Edwin, The Paper Pound of ijqj-iSzi, London, P. S. King & Son, 
1925, pp. vii-xxii, 

%Ibid>, pp. 46-50. 

3 Ibid., p. 50, 
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is undoubtedly so much capital, so much power of making pur- 
chases, placed in the hands of the merchant who receives the notes; 
and if those hands are safe, the operation is so far, and in this its 
first step, useful and productive to the public. But as soon as the 
portion of circulating medium, in which the advance was thus 
made, performs in the hands of him to whom it was advanced this 
its first operation as capital, as soon as the notes are exchanged by 
him for some other article which is capital, they fall into the 
channel of circulation as so much circulating medium, and form 
an addition to the mass of currency. The necessary effect of every 
such addition to the mass, is to diminish the relative value of any 
given portion of that mass in exchange for commodities. 

The Committee therefore rejected the notion that the deprecia- 
tion of the pound could not have been caused by an excess note 
issue by the Bank of England. It recommended that resumption 
of specie redemption of notes be undertaken as a means of re- 
storing the pound to its old position. In spite of the Commit- 
tee’s recommendations, resumption was delayed until 1821. The 
rejection of the purely qualitative standard by the Committee 
was accompanied by a demand for a limited form of quantitative 
control through specie redemption. Such a quantitative stand- 
ard is, of course, necessary if an international specie standard is 
to be maintained. 

The self-liquidating commercial loan or “banking theory ” of 
credit policy . The theory of bank credit that developed in Eng- 
land after the resumption of specie payments in 1821 was based 
upon an acceptance of the basic rule laid down in the Bullion 
Report. The redemption of currency in specie, plus the exten- 
sion of sound commercial credit to business, came to be accepted 
as the proper test of credit policy. This was known as the t( bank~ 
ing principle.” 4 Actually, this was not widely different from 
the theory held by the managers of the Bank of England. To 
the rule that credit should be issued only to sound businessmen 


4 Ricardo lent his influence to this view. See Ricardo’s Economic Essays , Gonnei, 
cd,, London, G. Bell £ Sons, 1926, pp. 3-10. Writers who held that the premium 
011 bullion, the depreciation of the exchange value of the pound, and high com* 
modity prices were symptoms of an excessive currency issue were known as bullion - 
ists. Tor a thorough survey of the economic thinking that came out of the bullionist 
controversies of the period, see Viner’s Studies in the Theory of International Trade , 
New York, Harper & Bros., 1937, Chapters III and IV. Also see T. E. Gregoiy’s 
Introduction to Took and Newmarch, A Histoiy of Prices > London, P. S, King & Son, 
republished 1928, Vol, I. 
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for current purposes, the Bullion Report added the limiting fea- 
ture of specie redemption. 

It was not long until difficulties developed in the application 
of the banking principle. The occurrence of a boom in 1824- 
1825 a nd the crisis of 1826 indicated dearly that the mainte- 
nance of convertibility was insufficient to guarantee a properly 
regulated currency. Experiences such as this led to the develop- 
ment of an opposing school of thought which advocated the “cur- 
rency principle/ 1 

The ee currency school '* Opposed to the banking principle 
were the members of the “currency school/’ who held that the 
limits upon currency and credit set by sound commercial loans 
and the conversion of currency into specie were inadequate. The 
banking principle was believed to lend itself to improper excesses 
and shortages of the currency, all of which accentuated the tend- 
ency toward booms and depressions . c 

The currency school held that a mixed currency, consisting of 
convertible paper notes and specie, would behave correctly only 
if the total volume fluctuated in absolute amounts with the im- 
port and export of specie. This principle required that the issue 
of paper money be made to fluctuate with changes in the quantity 
of specie held by the issuing banks. The Bank Act of 1844 
(Peeks Act) was designed to put into operation the principles of 
the currency school. Except for a small uncovered issue based 
upon government securities. Bank of England notes were to be 
issued only against gold. Thus, changes in the volume of notes 
were limited to changes in the volume of gold held by the issue 
department. 

The experience with the application of the currency principle 
was disappointing. As the banking school pointed out, bank 
deposits also made up an important part of the currency in use. 
Although the currency principle insured the ability of the Bank 
to redeem its notes in specie, it did not protect the Bank from 
difficulties arising from a withdrawal of deposits, and was no sub- 
stitute for careful management of the whole credit operations of 
die Bank. It was necessary to suspend the Bank Act three times 
within 25 years in order to provide sufficient currency to meet 
panic conditions. 5 

Viner, op, cit., pp. 220-221. 

GIbitL, pp, 229-254. 
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Modem application of the " banking theory'* The “banking 
theory” is essentially a qualitative standard, since it holds to the 
view that, when limited by the test of convertibility, the creation 
of bank credit (both notes and deposits) cannot fail to be correct 
if based upon loans made for strictly short-term and legitimate 
business purposes. Quite naturally, it was embraced by the anti- 
quantity theorists in their attacks upon the quantity theory. It 
will be recalled that one argument made in opposition to the 
quantity theory denies that bank credit, soundly created, can 
have any direct influence upon the price level. The reason given 
for this belief is that short-term commeixial loans give rise to 
bank credit required by the change in business activity. If 
soundly made, therefore, self-liquidating commercial loans can- 
not result in price inflation, because their expansion is accom- 
panied by an additional production of goods. When business is 
active and goods pass readily into consumers’ hands and are paid 
for, there is no limit to the amount of credit that can be safely 
granted, except that set by the offerings of goods. 7 

One of the clearest examples of an attempt to apply the bank- 
ing theory to credit control can be found in the credit policies of 
the Federal Reserve System. Originally it was thought that 
strict limitation upon the privilege of rediscounting, so that only 
self-liquidating paper might be purchased by the reserve banks, 
would automatically insure the proper use of Federal Reserve 
credit, Practical experience, however, soon led to a partial 
abandonment of this policy. The reserve banks began to buy 
government securities in the open market as a means of supple- 
menting their, scanty income from rediscounting. Later, after 
the entrance of the United States inio the war in 1917, expe- 
diency led to the practice of lending freely to member banks on 
the security of government bonds and “war paper.” 8 The ex- 
periences of the war and early postwar years clearly indicated a 
need for some standard that would harmonize with the practices 
that had developed under the pressure of war necessity. This 
new statement of credit policy was made in 1923. It set forth 
that the test of the proper quantity of bank credit should be the 

7 Willis, H. Parker, The Theory and Practice of Central Banking , New Yoik, 
Harper & Bros., 1936', p. 303. 

s "War paper" consisted of customers" notes given to banks to obtain funds with 
which to purchase government bonds. 
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accommodation o£ commerce and industry. Credit should be 
freely granted so long as it was put to productive use. The 
criteria for determining whether or not bank credit was being put 
to productive use were: 

1. Are goods moving smoothly from producers to consumers 
without speculative accumulations of inventories? 

2. Is the volume of trade, production, and employment in 
equilibrium with the volume of consumption? 

The weakness of the banking principle of credit control . A 
weakness in the application of the banking theory arises from 
the difficulty, if not the impossibility, of any individual banker’s 
being able to draw the line on bank loans before they become 
inflationary . 9 The banker should not be criticized for this. His 
is essentially a worm’s eye view of the economic structure, and 
particularly is this true under the unit banking system. When 
business shows brisk improvement, borrowers’ needs for “legiti- 
mate” loans expand. At the same time, loans appear to be more 
sound than ever, for improved profit prospects and rising prices 
constantly make for greater security for the lender. It is little 
wonder, therefore, that the banker sees a constantly expanding 
opportunity for the making of “sound commercial loans.” Not 
until the evidence of disequilibrium becomes more obvious will 
the soundness of commercial loans be questioned. In the mean- 
time, serious inflationai-y forces are unleashed. The situation 
is in no way remedied by the free rediscounting of self-liquidating 
commercial paper by the central bank . 10 

The possibility of successful avoidance of inflationary credit 
expansion is somewhat better where the central bank undertakes 
to determine whether or not credit is being put to proper produc- 
tive and nonspeculative uses, for the central bank has the very 
material advantage of being able to view the credit situation as 
a whole. Yet here, too, a serious limitation arises in the difficulty 
of devising adequate standards for measuring the legitimate 


9 For a dear exposition of how bank credit created on the basis of commercial 
loans may easily become inflationary, see D. K. Robertson's Money , New York, 
Harcourt, Brace & Co., 1929, Chapter IV. 

10 Cf. Currie, Lauchlin, The Supply and Control of Money in the United Stalei> f 
Cambridge, Harvard University Press, 1934, Chapter IV: and Williams, J. H., 
"Monetary Stability and the Gold Standard," in Gold and Monetary Stabilization, 
Chicago, University of Chicago Press, 1932. 
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credit needs of the business community. Essentially it is the 
problem of avoiding financing an expansion in business activity 
and investment that cannot be maintained, that is, an inflation- 
ary movement. In 1923 the Federal Reserve Board believed that 
it had the proper formula for detecting unsound and inflationary 
uses of bank credit. Unfortunately this formula was based 
largely upon the experience of the postwar boom that terminated 
in 1920. This inflation, accompanied by sharply rising com- 
modity prices, was characterized by speculative accumulations of 
inventories. This explains the preoccupation of the Board in 
1923 with the question of whether or not goods were moving 
uninterruptedly from producer to consumer. The unfortunate 
result was that the Board was blinded to the inflationary and dis- 
turbing developments of 1923-1929, when, in the face of fairly 
stable prices, falling industrial costs led to high business profits 
and an excessive rate of capital expansion based upon expanding 
bank credit. 

It is evident that attempts to formulate adequate standards of 
credit policy based upon qualitative considerations are beset with 
difficulties of great magnitude. This explains the interest in 
quantitative standards displayed by most present-day students of 
monetary problems. 

Quantitative Standards of Control 

In spite of its seeming automatic character, qualitative credit 
policy is by no means easy to apply. This was made abundantly 
dear by the struggle of the old Federal Reserve Board to establish 
satisfactory criteria for applying qualitative standards during the 
1920’s. But even more are workable and proper criteria needed 
for the application of policy based upon quantitative principles. 

Price level stabilization as a goal of credit and monetary policy. 
Before 1936, in what might be called the pre-Keynesian-stagnation 
era, the main purpose of advocates of quantitative credit and 
monetary policy was to combat cyclical fluctuations in business 
activity and employment. At that time unemployment was con- 
sidered but an unfortunate and temporary deviation from the 
economic norm of full employment, The possibility of secular 
stagnation had not then reared its ugly head, at least not among the 
orthodox economic thinkers. Consequently, attention was nat- 
urally directed at curing or at least offsetting conditions that 
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seemed to contribute Lo economic instability. By remedying the 
more important causes of such instability, it was believed that the 
demon business cycle might well be cut down to tolerable size. 
Mild fluctuations were considered inevitable; it was hoped that 
the more violent might be avoided. 

An obvious characteristic of the more violent cyclical fluctua- 
tions has been the movement or change in the price level. Such 
price movements, once under way, greatly accentuate the eco- 
nomic fluctuations they accompany. For example, rising prices 
that often accompany the upswing provide windfall gains to a 
widening section of the business community. Such profits stimu- 
late investment incentives and provide the basis for further ex- 
pansion. Likewise, on the downswing, falling prices are the 
source of losses that depress the investment incentive. Quite nat- 
urally, therefore, students in search of cures for the business cycle 
have turned to the price level as a basis for quantitative credit and 
monetary policy. Of course, it must then be assumed that ade- 
quate monetary and credit controls are available to control the 
price level. 

One attractive feature of price stabilization as a basis of policy 
is the apparent ease with which it can be used. Statistics show- 
ing price changes are now promptly available in reasonably accu- 
rate form. The use of price level stabilization as a guide in the 
pursuit of a policy of economic stabilization has the additional 
merit of being easily comprehended and, possibly, easily accepted 
by the public as a desirable goal. Of even more importance, 
perhaps, is its definite, objective character. It fits well into the 
idea that what is highly necessary is an acceptable “rule” by which 
policy can be guided rather than submitting such policy to the 
determination by some “authority” exercising judgment. 11 

Attractive as is price stabilization as a guide for a policy of eco- 
nomic stabilization it presents some rather obvious questions: 

1. What price level should be selected for stabilization? 

2. Is stabilization of prices at a given level a desirable thing? 
Or is a gradually rising or falling price level better? 

3. Can any standard of price level control provide the stability 
and the high level employment so badly needed in the modern 
world? 


11 Ci, Henry Simons' earnest effort in behalf of this idea in his “Rules verms 
Authorities in Monetary Policy,” Journal oj Political Economy > Febniaiy 1936, 
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The choice of price levels . It is well known that a substantial 
cyclical and secular divergence occurs among the several index 
numbers of prices. The index of wholesale prices responds more 
quickly to cyclical changes than do retail and cost of living index 
numbers. In turn, the price movements of certain “sensitive” 
commodities are much more rapid and violent than the price 
movements of wholesale commodities in general. Finally, an 
index of general prices, such as that constructed by Snyder, is the 
least responsive of all. 

The choice of an index number to be used as a basis of stabili- 
zation efforts will depend largely upon what is considered the 
most urgent reason for attempting control. Thus, if the advo- 
cate of monetary stabilization is primarily concerned with the 
protection of the real wages of the consumer against price infla- 
tion, the consumers goods index would seem to be the most de- 
sirable. On the other hand, if cyclical fluctuations are to be meas- 
ured and guarded against, a price index sensitive to such changes 
is needed. 

The advantage that can be claimed for using the consumers 
goods index as a basis for stabilizing operations arises solely from 
the fact that a stable cost of living would insure the consumer 
against losses of real wages due to the lag of money wages behind 
price changes. Laudable as this motive undoubtedly is, it is 
overshadowed by the difficulties that would attend its use. First, 
to assemble an accurate and representative cost of living index 
for the average consumer presents a difficult statistical task. Sec- 
ond, stabilization of incomes and business activity is a much more 
significant goal of credit policy than stabilization of the cost of 
living. Cost of living indexes are too insensitive to short-run 
changes to be of much aid in anticipating cyclical movements. In 
contrast, wholesale prices do respond readily to cyclical changes. 
In any event, stabilization of wholesale prices would provide suffi- 
cient stability to retail prices to meet all practical requirements. 

At first glance, one might conclude that a general index of 
prices, which reflects the changes in the purchasing power of 
money over everything that enters the market in exchange for 
money, ought to be a proper basis for credit policy. Such an 
index would include wholesale prices, wages, the cost of living, 
rents, transportation costs, real estate values, security prices, farm 
prices at the farm, and equipment and machinery prices, and 



CREDIT if MONETARY POLICY STANDARDS 


744 

would give a cross-sectional view of the final results of the total 
monetary transactions. But a comprehensive index of this sort 
is of slight value as an indicator of short-run business develop- 
ments. 12 The multiplicity of items largely conceals the actual 
movements of sensitive prices that are the significant indicators of 
cyclical change. Changes in the prices of securities and real 
estate, for example, are of little direct importance to the problem 
of cyclical stability. Rather, the basic problem of cyclical fluctu- 
ations deals with the changes of prices and costs of reproducible 
goods. 

The wholesale price index. The wholesale price index as a 
criterion for stabilization operations has a number of distinct 
advantages: 

1. It reflects promptly and clearly cyclical fluctuations in busi- 
ness activity. 

2. It may be calculated quickly and on a sufficiently broad basis. 
This is essential to monetary control. 

3. It reflects the movement of prices of internationally traded 
commodities. International co-operation for the purpose of sta- 
bilizing the world price level would require the use of indexes 
heavily weighted with international goods. 

Wholesale prices, to be sure, do not furnish an infallible guide 
to either domestic or international stabilization. Stable whole- 
sale prices are likely to be inflationary in a progressive economic 
society. As a guide to international efforts at stabilization, a 
wholesale price index such as that of the Bureau of Labor Statistics 
suffers from the weakness of including commodities that are purely 
domestic, and those commodities which do move in international 
trade are improperly weighted to provide a proper measure of 
the international price situation. Nevertheless, the wholesale 
price index more nearly covers the total range of commodities that 
are important in the profit calculations of businessmen than does 
any other index of prices yet available. For this reason, proposals 
for monetary stabilization commonly provide for the use of the 
index of wholesale prices as the basis or criterion for monetary 
control. 13 


12 For a description of Snyder’s revised index of general prices, see his “The 
Measure of the General Price Level/’ Review of Economic Statistics, February ig28. 

13 cl Gayer, Arthur D., Monetary Policy and Economic Stabilization , New York, 
The Macmillan Co., 1935, Chapter XII; Hawtrcy, R. G., The Art of Central Banking , 
New York, Longmans, Green & Co., 1932, Chapter V, 
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Stable Wholesale Prices as the Goal or Credit Policy 

The case for stable prices is a fairly clear one. In a world of 
rigid costs, it is important that fluctuations in the price level be 
avoided if stable business is to be achieved. For, if prices rise, 
windfall profits encourage a rate of expansion of capital invest- 
ment that cannot be maintained and that leads to an inevitable 
reaction. Falling prices, on the other hand, lead to losses, a fall- 
ing off in economic activity, and unemployment. Thus, in a 
search for the basis of economic stability, a stable price level 
seems to hold the most promise. Moreover, from the standpoint 
of debtors and creditors, stable prices seem to offer substantial 
justice. 

Some objections to stable wholesale prices . Primarily, the ob- 
jection to stable wholesale prices rests upon the important fact 
that modern economic society is dynamic in nature. In the past, 
rapid technical progress has resulted in a constant decline in the 
real costs of production. Since it is to be expected that technical 
progress is by no means ended, it must be taken into account in 
proposals for economic stabilization. But stable prices in the 
face of declining costs present difficulties. First, so far as debtors 
and creditors are concerned, stable prices would permit the debtors 
to appropriate the benefits of economic improvements at the ex- 
pense of the creditors. To be sure, this may be of slight im- 
portance in view of the fact that creditors comprise the inactive 
side of the lending transaction. One may hold that the benefits 
of improvements should go to the debtors, since, being business- 
men, they are more responsible for the inttoduction of the new 
techniques than are the creditors, A similar argument;, based 
upon the equities of the situation, criticizes stable prices in the 
face of falling costs as tending to deprive wage earners of complete 
participation in the gains because of the lag in money wages. 

Of still more significance, however, is the inflationary effect of 
stable prices in a period of rapidly falling costs. Money costs 
decline while efficiency is growing because of the well-recognized 
failure of the money rate of wages and interest to rise in proportion 
to the growth of efficiency. Stable prices in a period of falling 
money costs, therefore, tend to lead to excessive profits, which in 
turn lead to overexpansion and subsequent depression. The over- 
expansion and collapse that occurred in the United States during 
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ihe lgso’s is commonly explained upon these grounds. Table 34 
presents $pme evidence in support o£ this view. 

TABLE 34 

Indexes of Prices, Business Profits, Labor Costs, and Output 
of Capital Equipment in the United States, 1922-1929 * 

(1923-25 = 100) 

Wholesale Profits of Payrolls -r Output of Capital 
Prices 102 Corporations Produclio?i Equipment 


1922 964) 81 95,4 81 

1923 99.9 90 101.7 102 

1924 97.4 109 101.4 91 

1925 102.7 101 97.1 107 

1926 99.3 128 96.7 120 

1927 94.7 152 96.1 116 

1928 96.0 186 91.9 118 

1929 94.6 232 90.7 138 


* Barger, Harold, "The Banks and the Stock Market,” Journal of Political Econ- 
omy, December 1935 , p. 772 . Quoted by permission of the University of Chicago 
Press. 


Stable prices and equality of savings and investment . Advo- 
cates of a stable price level sometimes have held that it would auto- 
matically avoid both forced saving and a wastage of voluntary 
saving by permitting and requiring that voluntary money sav- 
ings equal investment. The banking system would merely oper- 
ate to convert voluntary savings into real capital. But in an 
expanding economic society, this would not be true. The growth 
of production, because of both a larger population and greater 
efficiency, requires some expansion of the means of payment if 
stable prices are to be maintained. 

The expansion in the volume of money sufficient to provide 
stable prices in a growing and improving economy would require, 
in the absence of government intervention, a rate of interest low 
enough to induce the rate of: investment to rise somewhat above 
the rate of saving. This is necessary because an expansion of 
money under the conventional banking system occurs only when 
business finds it profitable to expand capital by borrowing at the 
banks. But this low interest rate may easily lead to an upswing 
of business that eventually must be reversed. The inflationary 
consequence of a low rate of interest, however, could be avoided 
by using government spending to inject the new purchasing power 
needed to maintain a stable price level. , ' 
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Slowly rising prices . Impressed by the obvious fact that rising 
prices give encouragement to business, some have advocated a pol- 
icy of gently rising prices as a cure for unemployment and depres- 
sion. The windfall profits that would be relied upon to provide 
the stimulus to business activity depend, of course, upon the tend- 
ency of wages and other costs to lag behind the rising prices. Yet 
this need not be objectionable to the wage earner, for he would 
gain in fuller employment more than he would lose by a lagging 
wage rate. Such a policy could hardly be expected to provide the 
economic millennium, however, for it would almost certainly be 
accompanied by an overexpansion in investment and inflation that 
inevitably are followed by a collapse. Far from providing pro- 
tection from business fluctuations and unemployment, a rising 
price policy would be certain to make matters worse. 

The Case For A Slowly Falling Price Level; 

Neutral Money 

Because money costs of production are “sticky” and can be 
forced down only through depression, falling prices are quite gen- 
erally viewed as the arch-enemy of economic stability and well- 
being. Nevertheless, some reasons can be given in favor of fall- 
ing prices. 

First, in contrast to rising prices, which reward the speculative 
businessman and shield the inefficient from the fruits of his errors, 
falling prices require high-grade managerial performance for 
business survival. From the standpoint of public welfare, this 
is a desirable result. Second, if prices do not fall so rapidly as to 
unduly depress business activity, the distribution of income is 
improved because of the increased share that tends to go to wage 
earners . 14 Third, slowly falling prices provide an escape from 
the inflationary effect of stable prices in an advancing economic 
society. 

To some writers, the ideal money is one that in no way intro- 
duces any monetary influences into the economic situation. In 
other words, money should exercise neither an inflationary nor a 
deflationary influence on business activity. Such a money would 
be “neutral.” The achievement of this ideal would eliminate 
one important cause of business fluctuations and bring the goal of 

id Cf. Marshall, Alfred, Official Papers , London, Macmillan and Company, Lid., 
1936, p. 9. 



7 *< S CREDIT & MONETARY POLICY STANDARDS 

economic stability that much nearer to attainment. This does 
not mean that a neutral money would entirely eliminate business 
fluctuations, for nonmonetary factox's would remain . 15 

The requirements for a neutral money . What monetary sys- 
tem would satisfy the requirements of a neutral money? Advo- 
cates of stable prices generally regard their monetary policy as a 
correct one. They hold that stable prices will prevent monetary 
forces from operating to cause business fluctuations. But to the 
advocates of neutral money, this belief is erroneous, and when 
accepted dogmatically, lies “at the root of most of the shortcom- 
ings of present-day monetary theory” and is a bar to almost all 
further progress . 16 Because economic fluctuations involve in- 
equality of saving and investment, the true test of a neutral money 
is sometimes believed to be one under which saving and invest- 
ment ai'e equal. To equalize saving and investment requires the 
maintenance of the rate of interest at its natural or equilibrium 
point. Banks must lend neither more nor less than is deposited 
with them as savings and must not change the volume of currency 
and demand deposits. To permit banks to expand the volume 
of money would require an excess of investment over saving, with 
a resultant disturbance to equilibrium . 17 

But the idea that neutral money requires a fixed volume of 
money must not be taken too literally. There are circumstances 
that call for a change in the volume of money if the neutral money 
goal is to be achieved. For example, if the volume of money 
were fixed, a change in the structure of industry that reduced the 
money required in the industrial circulation would tend to be 
inflationary. On the other hand, a change that increased the 
money needed for industrial circulation would be deflationary, 
since money available for consumers’ income would have to be 
reduced to provide the required increase in industrial cash bal- 
ances , 18 Therefore, any economic change that causes a chatige 
in the circuit velocity of money requires offsetting changes in 
the volume of money if it is to remain neutral. Improvements 


15 For an examination o£ the question o£ whether or not neutral money would 
entirely eliminate cyclical fluctuations, see Harold Barger's "'Neutral Money and 
the Trade Cycle,” Economica , November 1935, pp. 436-440. 

1G Hayek, F. A„ Prices and Production , London, G. Routledge and Sons, Ltd., 
1931, p. 25. 

1? Ibid,, pp, 89-92, 

IS On this point, see Hayek, op. cit., pp, 101-106, and Durbin, op, cit pp. 130-128. 
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in industrial technique leading to greater productive efficiency 
tend to require an elaboi~ation and lengthening of the productive 
process. To the extent that this increases the demand for money 
to handle the expanded industrial process, neutral money ought 
to expand also. Otherwise, the proportion of the total money 
supply that will flow into consumers’ hands will be reduced and 
prices will have to fall faster than justified by the fall in costs. 

Neutral money and a groiuing population. Still another trou- 
blesome question concerns the changes in output arising from the 
growth of population. Clearly, if the growth of population re- 
sults in an expansion in total output, a fixed quantity of money 
■would cause a deflationary and entirely unwarranted fall in the 
level of prices, one in no way related to a fall in real costs. The 
cash requirements for industrial circulation will be increased as 
the whole scale of output grows. At the same time, the number 
of persons requiring income cash balances will increase. A fixed 
supply of money under these circumstances must result in a fall in 
prices sufficient to enable the fixed quantity to care for the in- 
creased requirements. 

Finally, the concept of neutral money necessarily involves the 
total amount of money payments made during a period of time, 
(that is, MV). The actual volume of money must, therefore, be 
adjusted to offset changes in velocity arising from hoarding and 
dishoarding of cash balances. 

One may conclude that the ideal of neutral money is most 
nearly fulfilled by a monetary system in which the quantity of 
money is allowed to vary only to offset (1) changes in circuit 
velocity due to changes in the productive processes; (2) changes 
in the volume of production arising from a growth of population; 
and (3) changes in the velocity of money due to hoarding and dis- 
hoarding. Under such an arrangement, the result would be to 
stabilize per capita money incomes. This appears to be a more 
desirable theoretical goal than either a fixed supply of money or 
stable prices. 

Deflationary effects of neutral money due to monopoly and un- 
equal rates of economic improvements. Another criticism of 
neutral money is based upon the existence of monopolies and 
unequal rates of economic improvements within the industrial 
system. If the criterion used to regulate a neutral money system 
is a declining index of prices that corresponds to the average fall 
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in costs, there is danger that some industries would be unduly 
depressed. The large number of products that are sold in mar- 
kets that are less than purely competitive would create a problem 
because of the tendency of prices of such goods to respond be- 
latedly to a decline in cost. Therefore, any attempt to drive 
down the average level of prices by an amount corresponding to 
the average decline in costs must result in undue pressure upon 
the prices of the nonmonopolized products. Only in this manner 
could the price index be depressed by the amount required to 
correspond with the growth oE productive efficiency. A similar 
result would occur if, as is almost certain to happen, technical 
efficiency increased at unequal rates in different industries. Here, 
again, the imposition of a falling price level, corresponding* to 
the average fall in costs, would unduly depress prices in indus- 
tries that have enjoyed a less than average growth in efficiency. 
At the same time, industries whose efficiency is growing at a rate 
above the average would be somewhat inflated. 

The above criticism does not apply seriously, however, to a 
neutral money whose quantity is permitted to increase only by 
an amount needed to offset population and velocity changes. 
Because under such a criterion of neutral money the level of 
prices would be disregarded, no undue pressure need be felt by 
nonmonopolized prices or by prices of goods produced in indus- 
tries having a less than average rate of growth in efficiency. 

The criteria for administering a neutral money . Another seri- 
ous objection to any practical application of the neutral money 
theory is found in the difficulty of setting up workable criteria for 
determining the proper quantity of money. One escape from this 
troublesome problem is the adoption of a fixed-quantity-of-money 
policy. But we have already seen that such a policy is certain 
to have undesirable deflationary effects. Clearly, there is no 
readily available measure of the rate of technical progress from 
which one might calculate the proper rate of decline of the price 
level required for a stable-income neutral money. Nor is there 
any easy way to determine the changes in the quantity of money 
that would be required to offset increases in population and 
changes in the monetary requirements of the industrial system 
arising from changes in productive technique. Even changes in 
velocity due to hoarding and dishoarding are difficult to measure 
promptly enough to furnish a guide to monetary policy. In 
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these respects, the policy of stable prices, in contrast, to stable 
incomes, has distinct advantages. 

The Relative Merits of Stable Prices and 
Neutral Money Falling Prices 

The choice of monetary policy directed at establishing control 
over the price level, appears to lie between stable prices and 
neutral money of the sort that would provide stable per capita 
money income. The theoretical requirements for economic sta- 
bility appear to be most nearly satisfied by neutral money. But 
as a practical matter it leaves much to be desired. In contrast, a 
stable price level policy has much to be said for it from a practical 
standpoint. In making a choice in such a matter, theoretical 
perfection must sometimes be sacrificed to practical considera- 
tions. 

Practical objections to fixed per capita money incomes . We 
have already seen that neutral money in its most effective form 
would aim at the stabilization of money incomes. Such a system 
would surely meet with formidable objections in labor circles. It 
is difficult to persuade an individual of the advantages of receiving 
the benefits of industrial progress solely through the medium of 
lower prices,. Labor, along with other recipients of money in- 
comes, is much impressed with the importance of an expanding 
money income. It is not hard to see why this is so. The success 
of any individual or group of individuals in improving their rela- 
tive position in the economic system normally requires some in- 
crease in money income. A monetary system, that lessens the 
opportunity to strive for a higher money income is, therefore, 
certain to be viewed with suspicion if not with outright disfavor, 
A neutral money system would require that trade union pressure 
for higher wages be stoutly resisted, for increased money wages 
would have to represent only increases in the proportion of the 
total national income that labor receives. The serious preoccu- 
pation of labor with the size of its money income furnishes a 
strong practical reason for a preference for stable prices, with 
wages rising with technical advance, rather than neutral money 
with its stable money income requirements. In contrast, a stable 
price level not only permits a general rise in wages as efficiency 
of production is increased, but also it avoids the painful necessity 
of cutting piece rates with improvements in efficiency. Further- 
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more, stable prices with rising money wages avoids the need for 
absolute reductions in money wages of the less efficient workers. 

Some Problems of Price Level Stabilization 

We have already noted the difficulty in establishing workable 
criteria for a neutral money system. In contrast, a strong reason 
for stable prices instead of the falling prices of neutral money is 
the relatively greater ease of setting up a criterion for establishing 
a stable price level. All in all, when it comes to an actual choice 
of policy, the preference would seem to be with stable prices in 
spite of limitations. 

The avoidance of inflation under stable prices. In spite of its 
shortcomings, a stable price policy would be no little improve- 
ment over highly unstable prices, for any resulting reduction in 
the amplitude of business fluctuations would be a substantial 
economic gain. The value of stable prices would be still further 
enhanced in case their inflationary tendencies in an advancing 
economic society could be avoided. What, *\ve may ask, are the 
possibilities in this direction? 

Because the inflationary effect of stable prices arises from the 
lag in the rewards of factors of production in the face of increas- 
ing productive efficiency, an obvious cure would involve an ap- 
propriate increase in such rewards. The action of trade unions 
might be utilized to biting about rising wages. Unionization 
could be encouraged. But such a method of insuring against the 
appearance of windfall profits would be unreliable and unsatis- 
factory. As an alternative, some automatic increase in wage 
levels might be provided for as the average efficiency increased. 
There seems to be no very good way to provide increased incomes 
for creditors and other recipients of fixed incomes. Any plan to 
increase wages and other money incomes involves the dual diffi- 
culties of measuring the rate of increase in efficiency and avoiding 
undue deflationary pressure upon business firms not enjoying an 
improvement in efficiency. 

The short-period aspect of price stabilization . In entering 
upon any general program of price stabilization, there arises the 
problem of the manner in which the monetary authoitities are to 
exercise their powers. For example, shall they maintain a some- 
what loose type of control aimed at preventing the development 
of any dangerous cyclical price movements while allowing some 
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short-run flexibility in the price level, or should they strive to 
impose a tight form of supervision with the aim of preserving, 
so far as possible, an absolutely stable level of short-run prices? 

Practical attempts at price stabilization must involve the use 
of some selected index of prices. When this index shows signs 
of fluctuation, the monetary authority must take proper counter- 
acting measures. But attempts to counteract every short-time 
change in the price level would be certain to prove both difficult 
and undesirable. In the first place, because of the inaccuracy of 
index numbers, it would be inappropriate to put the monetary 
controls into operation merely because of a small movement of 
the price index. Not until the movement reached some signifi- 
cant proportions should counteracting monetary operations be 
introduced. Nor are the instruments of control available to the 
monetary authority sufficiently precise to justify attempts to 
correct small price movements. Any price stabilization plan, 
therefore, seems to call for a margin of tolerance within which 
movements of the selected price index might be viewed with 
equanimity. 

Furthermore, circumstances may easily arise that would make 
the rigid imposition of a stable price index a highly undesirable 
short-run policy. This may be illustrated by assuming that un- 
favorable grain weather has resulted in a short crop. The price 
of grain will rise, and with it the index of prices. If corrective 
action were to be taken to prevent or check such an increase in 
the price index, it would involve the deflation of other prices. * 
Clearly, such action would be an outright injury to business sta- 
bility, for it would impose a general business deflation upon the 
community in order that the precious stability of the price index 
might be preserved. Similarly, a bountiful crop would lead to 
lower grain prices and a fall in the price index. To introduce 
inflationary measures designed to raise other prices sufficiently to 
bring the average back up to the level agreed upon would also 
be highly undesirable. For this reason, it is important that price 
movements originating in such accidental and short-run occur- 
rences be disregarded by a monetary authority bent upon price 
stabilization . 10 

19 Cf. Mahr, Alexander, Monetary Stability , Chicago, University oC Chicago Piess, 
1933 (Public Policy Pamphlet No. 9 ), pp. 9"i2* Also see Ga r er > °P- Clt '> PP* 243 “ 
245 - 
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Because of the need for a margin of tolerance in connection 
with price stabilization, it becomes all the more necessary that 
some effective means be available to the monetary authority by 
which it may judge the nature of economic developments. It 
must be in a position to judge, for example, whether or not a 
particular movement in the price index is due to an underlying 
inflationary or deflationary development. Promptness of action 
is essential, but it must be based upon sound knowledge. If 
neither a strictly fixed supply of money nor a strictly stable 
price level is desirable, there immediately arises the need for 
full knowledge of underlying conditions upon which judgments 
may be used. In such a case, a price index alone is no substitute 
for broad knowledge. 

Full Employment As a Criterion for 
Monetary and Credit Policy 

When John Maynard Keynes, in 1936, demonstrated the theo- 
retical and practical possibility of an equilibrium at less than full 
employment, 20 he substantially modified the significance of earlier 
criteria of proper monetary and credit policy. No longer could 
one assume that reducing the violence of cyclical fluctuations in 
business would provide a certain and satisfactory answer to the 
problem of unemployment. For, according to Keynes, it is possi- 
ble and perhaps even probable that secular stagnation may exist in 
a society devoid of cyclical fluctuations. Indeed, once one admits 
the possibility that the rate of saving at full employment may 
remain chronically above the rate of investment at acceptable rates 
of interest, the possibility of secular stagnation becomes a real 
threat. Consequently, a mere stabilization of the price level 
alone can no longer be accepted as an adequate goal of monetary 
and credit policy. Instead, economic stability at full employ- 
ment becomes the proper goal. 21 

The meaning of full employment. Full employment does not 
require that every employable person be working the maximum 

20 The General Theory of Employment , Interest and Money. 

21 We need not examine here the pros and cons of the theory of economic ma- 
turity and secular stagnation. For a competent analysis of the concept see Ben- 
jamin Higgins’ “Concepts and Criteria of Secular Stagnation” in Income , Employ- 
ment, and Public Policy , Essays in Honor of Alvin H, Hansen, New York, W. W. 
Norton and Co., 1948. For a criticism of the concept, see George Terborgh's The 
Bogy of Economic Maturity, Chicago, Machinery and Allied Products Institute, 
* 945 ' 
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possible number of hours per week. Rather, it requires only 
that the normal working force be employed for the customary 
hours per week. Persons past retirement age and young people 
still in school need not be drawn into the active labor force to 
satisfy the test of full employment. Moreover, full employment 
does not require the elimination of usual and normal seasonal 
unemployment or the so-called frictional unemployment arising 
out of labor turnover and shifts from one area to another and 
from one industry to another. It follows, of course, that the in- 
clusion of full employment among the criteria for monetary and 
credit policy requires setting up a competent unemployment 
index for guidance. 

Instruments of control. In general, the same monetary and 
credit controls appropriate for attempting to reach economic sta- 
bility through price stabilization are likewise suitable for pro- 
moting stabilization at full employment. A fall in employment 
below the desired level, whether because of cyclical or other 
reasons, can be counteracted first with the usual easy-money pol- 
icies of the central bank. Should the slackening of employment 
be mild, such steps may be sufficient to reverse the downward 
trend. Particularly will this be true if the economy finds itself 
in the midst of a period of long-run expansion in which there is 
little threat of secular stagnation. But if the drop in employ- 
ment proves severe, prompt fiscal policies should be brought into 
action. Taxes should be reduced, government spending on con- 
struction should be expanded, and other appropriate actions 
taken. 

On the other hand, a threat of inflation can likewise be promptly 
and effectively dealt with by proper restrictive action by the cen- 
tral bank. Tighter money conditions can be enforced by open- 
market sales of securities, higher rediscount rates, and increased 
reserve requirements. At the same time, selective ciedit controls 
may also be utilized to restrain expansion. The promptness with 
which central banks can act makes their part highly important in 
combating inflation. It is imperative, therefore, that the Federal 
Reserve System’s control over the money market be restored and 
its subservience to the problem of the management of the Govern- 
mental debt be reduced.:/ A serious inflationary threat, however, 
may require that central bank credit policy be supported by 
proper fiscal policy. Higher taxes, reduced spending, budgetary 
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surpluses, and debt retirement may and should be utilized to sup- 
plement central bank anti-inflationary policy. 

One of the prerequisites to successful anti-inflationary action 
is to establish reliable criteria for determining the timing and 
strength of measures to be taken. Furthermore, there is need for 
a wider public acceptance of the idea that threatened inflation 
should be promptly dealt with if a program of economic stabiliza- 
tion is to be effectively established. Such public acceptance of 
prompt anti-inflationary steps will depend somewhat on com 
lidence that deflation, in turn, can and will be effectively dealt 
with. 

The threat of inflation . Attempts to achieve and maintain full 
employment run the danger of developing into inflation. This 
danger of inflation constitutes a threat to stability because of the 
well-known self-reversing tendencies of inflationary booms. One 
may properly ask, therefore, why full employment programs con- 
tain a threat of inflation, and to what extent can the threat be 
avoided, 

As the economy is pushed toward full employment, unequal 
pressure develops upon different parts of the economic structure. 
During periods of slack, some industries curtail their output while 
maintaining prices. Others, such as agriculture, maintain output 
but suffer from falling prices. A recovery and a rising income 
level tends to drive up the prices of commodities whose output 
cannot readily expand. In other words, cyclical bottlenecks, 
where supply cannot readily be increased, begin to appear and 
prices begin to rise. Clearly such price increases must be per- 
mitted if expansion and recovery are to continue into full em- 
ployment. 

A second inflationary force is found in the rise in labor costs 
that accompanies an expansion of output and employment. Less 
efficient members of the labor force will be attracted in, and old 
employees may slacken their efforts somewhat as unemployment 
declines and jobs become easier to hold. Furthermore, at such 
times union demands for higher money wages become more in- 
sistent. Such demands are fortified by the obvious rise in the 
cost of living, which responds to the increase in price of com- 
modities having an inelastic supply. * Thus there is a danger that 
an inflationary spiral based on wage increases may develop. 
When such increases in wages exceed the rate of improvement in 
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labor efficiency, as they are likely to do at such times, the infla- 
tionary effects will be felt throughout the industries granting 
them. 

Yet another inflationary tendency arises from the “acceleration” 
principle. To provide full employment and output, appropriate 
expansion in productive capacity may be required. This creates 
a new, added demand (above the ordinary replacement require- 
ments) for equipment and construction. This tends to stimulate 
output and inflate prices in the industries that produce capital 
goods. 

Needless to say, the inflationary pressures just described create 
an unstable situation that makes difficult the maintenance of full 
employment conditions. The instability generated by inflation 
tends strongly, sooner or later, to lead to reaction and depression. 
Avoidance of inflation, therefore, becomes an important problem 
in any full employment program. 

Avoidance of inflation under full employment . In a dynamic 
and expanding economy it is unlikely that stability and full em- 
ployment can ever be fully achieved. But it is within reason to 
hope that within the range of mild fluctuations substantial achieve- 
ment of a full employment goal can be realized. 

Quite apart from monetary and fiscal measures, one contribu- 
tion to stability may appear in the probable efforts on the part of 
the Government to support agricultural prices during business 
recessions* Such efforts, if successful, will not only simplify the 
problem of cyclical price stability but will also help to hold in 
check inflationary demands for wage increases based upon rising 
living costs in subsequent expansion periods. 

Professor Hansen suggests that the existence of bottlenecks in 
production capacity may not be so troublesome as is sometimes 
believed. He believes that in most industries, plant and equip- 
ment are generally adequate to meet the needs of full employ- 
ment. Moreover, the war experiences indicate that in the major 
industries unit production costs, in terms of labor efficiency, need 
not rise as full employment is approached. Furthermore, under 
a continuing full employment economy, many of the bottlenecks 
that arise when business is alternately depressed and prosperous 
will tend to disappear. Capacity needed for full employment 
will tend to be adequately developed and maintained. Finally, 
he believes that inflationary pressures from wage demands are not 
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inevitable. Comprehensive and adequate statistical measui*es of 
prices, wages, and productivity, all properly publicized and uti- 
lized, combined with effective machinery for arbitration and medi- 
ation, might go far in avoiding excessive and inflationary wage 
increases. 23 

Full employment and external disequilibrium . The experi- 
ence of England after the war suggests yet another problem that 
can arise in the pursuit of full employment policy. As full em- 
ployment is approached, the resulting higher level of consumer 
income tends to absorb into domestic consumption a growing 
fraction of the national output. This condition is brought about 
by a relative increase in domestic prices in comparison with prices 
in export markets. In addition, import demand rises with in- 
creases in industrial output and consumer income. The end re- 
sult may very well be that successful efforts to promote full em- 
ployment will cause a severe disequilibrium in a country’s balance 
of payments. The consequent drain upon foreign exchange re- 
serves creates a serious problem. Either currency devaluation 
may be required to correct overvaluation and induce the necessary 
rearrangement of industry, or the greater efficiencies and smaller 
money incomes associated with a somewhat lower level of em- 
ployment must somehow be brought about. In such a case, the 
goal of full employment must be subordinated to the more urgent 
goal of equilibrium in the balance of payments. Fiscal and credit 
policy must then be used to restrict credit and business, even at 
the expense of employment, if no other way can be found to re- 
store equilibrium. The hope that full employment may be pur- 
sued without concern about the effect on the balance of pay- 
ments explains the enthusiasm in some quarters for the reten- 
tion of exchange controls. 

Questions for Study 

1. What arc qualitative standards of credit policy? 

%, Why did the Bank of England managers believe that over-expan- 
sion of notes could have nothing to do with the decline in the 
foreign exchange of the pound? 

3. What is the banking theory of bank credit? Contrast it with the 
currency school of thought. 


22 Hansen, Alvin H., Economic Policy and Full Employment , 1947, Chapter XX. 
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4. Before 1935, Federal Reserve credit policy was based mainly upon 
the banking theory of credit. What evidence of this can you point 
to? 

5. Why does the banking theory give inadequate protection against 
credit inflation? 

6. The application of quantitative standards of credit control require 
appropriate criteria. What are the two major criteria that have 
generally been advanced? 

7. Why has price level stabilization so commonly been advanced as 
a goal for credit policy? To what extent might successful stabili- 
zation of the price level contribute to the prevention of unemploy- 
ment? 

8. What price index do you think should be chosen for stabilization? 
Why? 

9. Examine Table 34. What does it reveal about the inflationary 
possibilities of stable wholesale prices in a period of rapid tech- 
nological improvements? 

10. What is meant by neutral money ? Why would a fixed supply of 
money not be neutral? What would be the behavior of prices 
under such a money system? 

11. What practical advantages would stable wholesale prices have 
over neutral money? 

12. How can the inflationary consequences of stable prices and im- 
proving technology be avoided/ 

13. Why has present-day interest switched largely from a goal of stable 
prices to one of full employment? 

14. Why does a full employment policy carry with ii a threat of 
continuous inflation? 

15. What conflict may arise between a full employment policy and 
the problem of an equilibrium in the balance of payments? 




Part X 

Banking Efficiency and Structural Change 



Bank Failures and Insurance of Deposits 


Bank Failures 

Nature of bank failures . When a bank's “net sound capital” 
(total assets minus its liabilities to creditors) becomes less than the 
par value of its outstanding shares, its capital is “impaired.” To 
ward off later disaster to the creditors the supervisory authority 
will require an assessment against the stockholders to make up 
the impairment. But when the value of its assets falls below the 
amount of the bank’s liabilities, the bank is insolvent Under 
these conditions, the bank may be closed to protect the interests 
of the depositors and therefore it is said to have failed. 

Not all banks that fail, however, are necessarily insolvent in the 
long-run sense. Often, when confidence in banks has been shat- 
tered by numerous failures, basically sound banks become victims 
of depositors’ runs and are compelled to close because of their 
inability to convert sound assets into cash in time to survive. 

Importance of bank failures. Throughout its history American 
banking has been plagued by failures. Each period of severe de- 
pression has taken its toll among banks. Even good times are not 
entirely free from bank failures although the experience of good 
times is quite naturally much more favorable than that of depres- 
sion years. The magnitude of the problem of bank failures may 
be appreciated by reviewing the failure experience of American 
banks in the interwar period of the 1930’s and 1930’s. 

An unprecedented number of bank failures occurred in the 
United States during the period from 1931 to 1933* The agri- 
cultural depression, which began with the general business col- 
lapse of 1920 to 1921, continued with varying degrees of intensity 
down to 1939 and took a heavy toll in bank failures in agricul- 

7 6 3 
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tural areas. During the years 1921 to 1929, over 5,600 banks 
failed with deposits of more than $1,700,000,000. The prolonged 
and acute depression that began late in 1929 brought a still greater 
flood of failures, this time in the industrial centers as well as in 
the agricultural districts. Between January i, 1930, and March 
15, 1933, 5,492 banks suspended with deposits of $3,500,000,000. 
By the end of March 1933, 5,200 banks, operating before the crisis, 
with deposits of over $4,000,000,000, had not been licensed to 
reopen. This meant suspension of over 16,000 banks with de- 
posits of over $9,000,000,000 between 1921 and the end of March 
1933, not counting temporary suspensions arising directly from the 
bank holidays. 

The bank failure situation became serious in 1930 when 1,345 
banks with deposits of $864,000,000 suspended. Conditions be- 
came rapidly worse in 1931, with 2,298 failures involving $1,691,- 
000,000 in deposits. The banks themselves attempted to meeL 
the difficulties by setting up, in October .1931, the National Credit 
Corporation, authorized to issue up to $1,000,000,000 in deben- 
tures, which were to be sold to banks. The proceeds were to be 
lent to hard-pressed banks attempting to liquidate their assets in 
the face of runs started by such wholesale failures. It was hoped 
that this procedure would stem the tide for the solvent banks. 
The National Credit Corporation proved ineffective, however, 
although the number of failures declined from 522 in October to 
175 in November, 1931. 

On January 22, 1932, Congress passed an act authorizing the 
organization of the Reconstruction Finance Corporation, a gov- 
ernment corporation with power to issue debentures, which were 
sold to the Treasury, and to lend funds to distressed financial 
institutions, railroads, and farmers. Between February 29, 1932, 
when it started operations, and December 31 of that year, the 
RFC advanced $4,450,000,000 to banks and trust companies. 
Failures declined to 121 in February and to 46 in March. Al- 
though rising to 131 in June, they declined to 67 in September. 
In spite of aid granted by the RFC, 242 banks failed in January 
and 154 in February 1933. Weak spots in the banking system 
were developing rapidly as banks were subjected to increased 
pressure from depositors. The attempts of banks to reduce loans 
and to get cash put more pressure on prices and business as goods 
were liquidated to pay loans. The selling of securities demoral- 
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izecl the bond market and increased the difficulties of the banks. 

The banking holiday. The situation of the banks in Michigan 
became so hazardous that a holiday was declared by the governor 
on February 14. The closing of the Michigan banks put heavy 
pressure upon the banks in the surrounding territory as corpora- 
tions and others sought to obtain funds by withdrawing deposits 
in unrestricted banks. Indiana declared a holiday on February 
23, closely followed by Maryland, Arkansas, and Ohio. The 
holidays spread until all banking operations were virtually sus- 
pended throughout the country by March 4. 1 On Monday, 
March 6, 1933, the President closed all the banks by proclamation 
under the powers of a wartime act of October 6, 1 9 x 7 > which 
authorized the President to regulate transactions in foreign ex- 
change and the export or hoarding of gold or silver coin or 
bullion. 

The presidential proclamation declaring a general bank holi- 
day became necessary in order to put a stop to bank runs and the 
accompanying hoarding of cash. Only by a complete suspension 
could the banking situation be put into shape so that public con- 
fidence might be re-established. The holiday caused an almost 
complete suspension of business activity as the means of pay- 
ment were shut off. The proclamation originally fixed March 9 
as the last day of the holiday, but the time was afterward ex- 
tended. Not only was the holiday necessary if order was to be 
restored for member and nonmember banks, but it also served 
the very useful purpose of relieving a rapidly growing strain on 
the reserve banks. Member banks increased their rediscounts 
during the latter part of February and the first week in March 
by $1,170,000,000, and the reserve banks bought $460,000,000 
in bills and securities in the open market. Between February 
1 and March 4, $305,000,000 in gold was exported, and gold in 
circulation (hoarded) increased $150,000,000 during the same 
period. As a result, the reserves of the reserve banks in excess 
of the statutory requirement declined from $1,476,000,000 to 
$416,000,000, and the average reserve ratio for the twelve banks 
fell from 65.6 per cent to 45.3 per cent. 

On March 9, 1933, Congress enacted the Emergency Banking 
Act. This Act authorized the President, during a period of na- 


X "Federal Receive Bank of New Yoik,” Monthly Review, April 1933. 
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tional emergency, to regulate foreign exchange dealings and to 
prohibit the hoarding or export of gold, silver, or currency. It 
established a procedure for handling the affairs of distressed na- 
tional banks, and authorized the purchase of preferred stock in 
banks by the Reconstruction Finance Corporation. It also au- 
thorized the issue of Federal Reserve Bank notes as emergency 
currency and authorized member banks to borrow at the reserve 
banks on assets not eligible for rediscount or for use in borrowing 
under ordinary rules. Nonmember banks were given a similar 
privilege for one year by an act passed March 24 of that year. 

The reopening of the banks. On March 10 the President 
issued an executive order authorizing the Secretary of the Treas- 
ury to approve the issuance of licenses to member banks mak- 
ing application to the reserve banks. It further authorized state 
authorities to permit the reopening of nonmember banks. On 
March 13, 14, and 15 the Secretary of the Treasury gave licenses 
to reopen member banks certified as sound by the Comptroller, 
State authorities did likewise. Banks certified as sound seem to 
have been those in possession of sufficient assets to enable them to 
obtain loans at the reserve banks to pay off all depositors if neces- 
sary. The Secretary of the Treasury issued a statement in respect 
to the new banking act to the effect that: “This legislation makes 
possible the opening of banks upon a sound basis, backed by an 
adequate supply of currency. Through this law the banks which 
will open will be placed in a position to meet all demands.” The 
restoration of a genuine stockholders’ equity in the reopened 
banks was postponed until a later date. By March 29, 12,800 out 
of 18,000 banks operating before the holiday had reopened. 
This number included member banks carrying approximately 90 
per cent of the total member bank deposits. Reopened banks 
were not permitted to pay out gold or gold certificates, nor were 
they allowed to pay out currency for hoarding. Immediately a 
rapid return flow of currency to the banks set in which amounted 
to $1,185,000,000 by March 2g. Public confidence was restored 
and the emergency was past. 

Causes of Bank Failures 

The seriousness of American bank failures has stimulated much 
interest in possible remedies. Such remedies must necessarily be 
developed in the light of basic causes of failure. In Table 35 
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some of the more general causes of failure among national banks 
can be seen. 2 

After 1872 it appears that the most frequently occurring causes 
of failure during periods free from acute or prolonged depression 
are wholly or partially found in dishonest and illegal banking- 
practices (Group 2). During periods of serious depression such 
causes become relatively less important. The unusually low 
figures for the causes appearing in Group 2 after 1923 are par- 
tially due to a change in classification which excludes violation 
of banking laws. The importance of fraud and violation of 
banking laws as causes of bank failure is especially pronounced 
between 1900 and 1920. It is quite natural to find depression in 
business, and depreciation of assets for reasons other than fraud 
and violation of banking laws, relatively unimportant during 
years of prosperity. 

If one combines poor management with fraud and violation of 
banking laws into one general class of “internal causes” and con- 
trasts the magnitude of the internal causes of failure with that 
of the “external causes,” consisting of depreciation of assets and 
depression, it becomes clear that the internal causes are the pre- 
dominant ones in all save the depression periods. One may con- 
clude, therefore, that a prevention of the operation of these in- 
ternal causes, consisting of incompetent management, fraud, and 
violation of established banking law, would go far in abolishing 
bank failure even in bad times. 

On the other hand, during the periods of the greatest number of 
failures — namely, periods of acute or prolonged depression ex- 
ternal causes become relatively important. This was particu- 
larly true of the failures in the area west of the Mississippi River. 
There much distress was caused, between 1923 and 1929, by the 
extended depression in agriculture following the era of land 
speculation. Corrective measures, both legislative and admin- 
istrative, necessitate a discovery of the underlying causes for 
fraudulent, weak, and inefficient management and for the suscep- 
tibility of banks to severe depression. 

Relation of size to failure. An examination of Table 36 shows 
that on an average in the whole country, banks of larger size 

2 The following discussion and tables are to a large extent taken from an article 
by the writer in the Journal of Business , July 1935, on “Bank Failures, Causes and 
Remedies.” 
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fared better than the smaller ones, not only before iygo when the 
depression was mainly confined to agriculture but during the 
1930 to 1933 period as well. This fact has caused many to con- 
clude that an important cause of failure is found in the smallness 
of banks. 


TABLE 35 

Causes of Failure of National Banks + 

Ratio of Number of Occurrences of Each Cause to the Total Occurrences 
of All Causes (in Approximate Percentages) 

Fraud 



Poor 

and 

Violation 

All 

Internal 

Depression 

and 

Management 

of Law 

Causes 

Depreciation 

Years 

in 

(2) 

( 2 ) and ( 2 ) 

of Assets 

1865-1872 

47 % 

32% 

79% 

20 % 

1873-1879* 

26 

23 

49 

50 

1880-1889 

21 

41 

62 

37 

1890-1900* ........ 

31 

29 

60 

38 

1901-1905 

21 

48 

69 

30 

1906-1908 

25 

48 

73 

26 

1909-1913 

20 

55 

75 

25 

19M-1920 

25 

63 

88 

12 

1921-1922* 

23 

18 

41 

58 

1923-1929: J; 

West o£ Mississippi 

River* 

31 

9 

40 

60 

East of Mississippi 

River, mainly in 
agricultural 

South 

32 

26 

58 

41 

1 930—1931 * 

51 

1 

52 

47 


f Computed from data given in the Annual Reports of the Comptroller of the 
Cm rency . The data apply to all national banks placed in the hands of a receiver. 

* The starred periods contain years of severe depression. These periods show a 
sharp decline in fraud and illegal practices as causes of failure. 

;}. Beginning 1925, the comptroller’s reports classify causes of failure only as: (1) 
incompetent management, (2) fraud, and (g) depression. This results in a reduc- 
tion of the size of Group 2 by putting violation ol banking laws, excessive loans, 
etc., into the category of poor management. 


The rates of failure for banks of different sizes, however, are 
somewhat distorted by the fact that after 1929 the agricultural 
areas, which contained over two-thirds of the banks with capital 
of less than $200,000, were subjected to continued severe depres- 
sion, more acute, in fact, than that suffered in the larger cities. 
A more accurate picture of: the relation of size to failure may be 
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TABLE 36 

National Bank Failures Classified According to Capital Stock 

Jan.l, 1930 to 

Oct. 3 1,1933 

3,414 
985 
18.2% 


1,081 
171 
15.8% 

213 
21 

10 . 0 % 

had by computing the failure rate of banks of different sizes for 
each general geographical area. The results of such a computa- 
tion for the peihod 1930 to 1933 are given in Table 37. 

The rates of failure shown in Table 37 exhibit remarkable 
variety. Among the national banks of New England, the failure 
rate grows steadily worse as banks grow in size. Among banks of 
the East, those in the group next to the smallest in size fared the 
best. Otherwise, there is little difference. In the Pacific area 
the second from the largest group shows no failures, and the other 
three groups show little difference. The three great agricultural 
areas, the South, the Middle West, and the West, show a marked 
difference between the failure rates for banks with a capital of 
$1,000,000 and over and for the smaller banks. Here is the reason 
for the favorable showing of the group of largest banks in the 
country-wide averages of Table 36. 

The banks with capital of over $1,000,000 in the three agri- 
cultural areas consisted of the larger banks of the largest cities of 
those areas. Although dependent for their prosperity upon trade 
with the surrounding agricultural regions, these centers were 
essentially industrial and commercial in nature. The type of 
banking business available to such banks was not unlike that of 
the banks of similar size in the more highly industrialized areas. 
In fact, the failure rate for these banks in the South and Middle 
West is approximately the same as that for New England and the 


1925 to 1929 

Capital of less than $ 200,000 : 

Total number of banks 6,491 

Number of failures 424 

Rate of failure (by per cent) 6.6% 

Capital of $ 200,000 to $ 999,000 : 

Total number of banks 1,155 

Number of failures 29 

Rate of failure (by per cent) 2.6% 

Capital of $1 fiOQfiOO and over: 

Total number of banks 234 

Number of failures 1 

Rate o£ failure (by per cent) *42%, 




L J number of banks is the average of the number operating at the beginning of each year 1930-1933- 
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East. The excellent record o£ the large banks in the West is the 
only exception. One is forced to the conclusion that among the 
national banks, size has been a relatively unimportant factor in 
relation to the rate of failure. Even where the largest banks 
show some superiority, that superiority is due to the fact that 
they are being compared with small banks which were more ex- 
posed to the blows of depression. It is interesting to note that 
in a number of instances the larger banks show a distinctly less 
favorable failure rate than the smaller. 

TABLE 38 

Indiana Bank Failures, 1925-1931 * 

(Classified by Size of Capital Stock) 


Failures in Each Group 
(In Percentage of Average 

Capital Stock Number of Active Banks in Each Group ) 

$ 10,000-$ 19,999 19% 

20.000- 29,999 26 

30.000- 39,999 18 

40.000- 49,999 22 

50.000- 59,999 30 

60.000- 69,999 33 

70.000- 79,999 33 

80.000- 89,999 50 

90.000- 99,999 0 

100.000- 199,999 18 

200.000- 299,999 15 

300.000- 399,999 28 

400.000- 499,999 18 

500,000 and over 12 

Average for all groups 24 


* Report of Study Commission for Indiana. Financial Institutions, 1932, p. g6. 


Additional evidence bearing on the relation of size to rate of 
failure is given in Table 38. Among Indiana banks with a capi- 
talization of less than $100,000, the smaller banks were frequently 
superior to the larger. 

Failure rate of national banks and others. The failure experi- 
ence of national banks has been much less serious than that of the 
state and private banks. Likewise, Federal Reserve member 
banks have made a better showing than the nonmember banks. 
The superiority of member banks over nonmembers can be 
ascribed to the character of the banks -which are members rather 
than to the fact of membership itself. This is indicated by the 
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fact that the bulk of the Federal Reserve membership is made up 
of national banks and the state banks located in the larger finan- 
cial centers, both of which have relatively low failure rates. The 
suspension rates of the different types of banks during the period 
1926 to 1932 are presented in Table 39. 

TABLE 39 

Suspension Rate of Different Classes of Banks Expressed in 
Percentage of Failures to Total Banks in Each Class # 

(As of December SI of the Preceding Year) 


Year 

National 

State 

and 

Private 

State 

Member 

dll 

Members 

Nonmember 

1926 

B5% 

4-1% 

2.4% 

1 . 6 % 

4*2% 

1927 

1.1 

2.9 

2.4 

1.3 

2.9 

1928 

0.7 

2.3 

1.2 

0.8 

2.4 

1929 

0.8 

3.2 

1.4 

0.9 

3.3 

1930 

2.1 

6.8 

2.3 

2.1 

7.1 

1931 

5.8 

12.0 

10.6 

6.4 

12.1 

1932 

4.3 

8.6 

6.2 

4.5 

8.6 


* Compiled from data appearing in the Federal Reserve Bulletin , for the years 
1930-1933. 


To eliminate the possibility of distortion of the failure rate be- 
cause of the nature of the geographical distribution of the dif- 
ferent types of banks, a comparison is made, in Table 40, for each 
geographical area. In each of the geographical areas, the failure 
experience of the national banks was better than that of the state 
banks. In many instances it was distinctly better. Although in 
all areas the failure rates of state banks were worse than those of 
the national banks, they were especially unfavorable in New Eng- 
land, the West, and the Pacific areas. 

The state bank record may be attributed to two main causes. 
First, state bank charters have been too easily obtained by irre- 
sponsible and inexperienced individuals. Furthermore, they have 
been issued with little regard to the actual banking needs of the 
community to be served. For example, in numerous instances 
Indiana villages of less than five hundred inhabitants boasted of 
two or more banks. 3 The second cause is lax supervision of 
banks, evident in many states, because of inadequate banking 
laws and underpaid, overworked, and inefficient examiners. 


3 Report of the Study Commisdoji for Indiana Financial Institutions, 1935 , p. 88 . 
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The record oi state and national bank failures shows a crying 
need for a unified banking system operating under Federal con- 
trol. This would facilitate the prevention of overbanking re- 
sulting from lax and competitive chartering while bringing 
uniformity of regulation and control. The present makeshift 
arrangement arising from the Federal Deposit Insurance Corpo- 
ration activities cannot go to the root of the problem. 

Overbanking as a cause of failure. The competitive chartering 
of new banks by state and national banking authorities, which 
often appeared before 1930, without doubt contributed somewhat 
to the vulnerability of the American banking system. Such com- 
petitive chartering not only made it easy for well-meaning but 
ineffective bankers to become established but also, in many cases, 
explains the overbanked condition of some states. 

The dangers of overbanking are emphasized by the data that 
appear in Table 41. A comparison of the ten states having the 
highest suspension rates with the ten having the lowest supports 
the view that overbanking may be a powerful cause of failures. 
The significance of the data, however, is impaired somewhat by 
the fact that the states with the highest failure rates are also pri- 
marily agricultural and as such suffered from the severe agricul- 
tural depression. The ten best states, on the other hand, were 
mainly industrialized and were not so completely dependent upon 
agriculture as were the other ten. 

Branch banking . It would be desirable to compare the failure 
experience of branch banks with that of unit banks operating 
under similar conditions. Unfortunately, adequate data seem not 
to be available. On December 31, 1929, however, there were 822 
branch banking systems with 3,547 branches reported as operat- 
ing in the United States. 4 During 1930 and 1931, 134 branch 
systems with 388 branches failed. 5 Altogether, then, 134 branch 
systems out of a total of 822 operating at the beginning of the 
period failed during these two years, with a failure rate of 16.3 
per cent Putting it in another way, 522 out of a total of 4,369 
banking offices operating under branch systems failed with a fail- 


4 "Branch, Chain, and Group Banking/’ Hearmgs of the Committee on Banking 
and Currency , House of Representatives, p. 459. 

5 Willis, H. Parker, and Chapman, John M., The Banking Situatiotij New York, 
Columbia University Press, p. 310, quoting from the unpublished rpeort of the 
Federal Reserve Committee on branch, group, and chain banking. 
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ure rate of 1 i.g per cent. This may be compared with the failure 
rate for all national banks for the two years of 7.9 per cent, and 
for all state and private banks of 18.8 per cent. This scanty 
evidence leads one to suspect that branch banking as practiced 
in the Unted States is on the average inferior to the unit national 

TABLE 41 

Percentage Change in the Number or Banks from 1900 to 1920, Popula- 
tion per Bank in 1920, and Suspension Rate, 1921-1936, in the 
Ten States Having the Highest and the Ten States 
Having the Lowest Suspension Rates * 


Suspension Rate, 


% Change in Number 
of Banks Between 

Population per 

1921-1936, per 
100 Banks in Opera ■ 

States 

1900 and 1920 

Bank , 1920 

tion June 30, 1920 

10 states -with the highest 
suspension rates : 

Florida 

+403.8 

3,725 

112.8 

South Dakota 

+266.5 

917 

83.1 

Arkansas 

+667.2 

3,605 

76.8 

South Carolina 

+477.5 

3,709 

74.4 

Michigan 

+ 64.0 

4,236 

74.4 

Iowa 

+ 67.4 

1,242 

72.3 

Nevada 

+371.4 

2,346 

69.7 

North Dakota 

+464.S 

720 

68.0 

Nebraska 

+ 103.4 

1,084 

65.1 

North Carolina .... 

+404.0 

4,412 

64.7 

10 states with the lowest 
suspension rates: 

Pennsylvania 

+ 59.5 

5,722 

30.8 

Texas 

+332.1 

2,705 

27.9 

Vermont 

+ 79.6 

4,005 

22.7 

New York. 

- 42.7 

10,795 

22,2 

California 

+ 148.5 

4,760 

19.3 

Connecticut 

+ 37.0 

8,522 

18,7 

Massachusetts 

- 54.1 

14,215 

17.0 

Delaware 

+ 66,7 

5,718 

15.4 

Rhode Island 

. . - 50.7 

18,315 

12.1 

New Hampshire .... 

+ 21.2 

5,539 

11.3 

For the United States 

as a whole 

+ 118.3 

3,496 

49.7 

* Federal Reserve Bulletin, December 1937. p. 1220, 



banking system and is about on the general level of the state 
banks. One may add that this is not a fair test of the efficiency 
of genuine branch banking. Of the 388 branches involved in 
failures, only r 113 were located outside of the home city of the 
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parent bank, and none was able to obtain the advantages of diver- 
sification that might arise out of interstate branch banking. 

Stockholders 9 equity in hanks as related to failure. It is natural 
to suspect that one contributing factor in bank failures is insuf- 
ficient stockholders 5 equity. Table 42 contains a comparison 
of the ratio of stockholders’ equity to deposits between national 
banks which tailed during the first ten months of 1932 and all 
national banks. The comparison is as of December 1, 1930, 
which is sufficiently far ahead of the date of the failures involved 
to give a fair picture. 

The evidence is not at all conclusive that, one year or more 
before failure, the failed banks had a stockholders’ equity ratio 
inferior to that of the average bank. The difference in the two 
groups of small banks is so slight as to be of little significance, 
while the equity ratio of the group of largest banks was actually 
greater for the failed banks than for all banks. This, of course, 
does not mean that a satisfactory ratio of invested capital is not 
a necessary feature of sound banking. It does indicate, however, 
that it will not overcome the effects of bad management. 0 

TABLE 42 

Ratio of Stockholders’ Equity to Deposits for National Banks Which 

Failed January 1-October SI, 1932, and for All National Banks * 

(As of December 1, 1930) 


Equity to Equity to 

She of Banks Deposits — Deposits — 

Classified According Number of Failed Banks All Banks 

to Capital Stock Failed Banks (By Per Gents) (By Per Cents ) 

Stockhold ers 1 S tockhold erf 

Under $200,000 183 15.7% 17.5% 

$200,000-$999,000 52 14.6 16.9 

$1,000,000 and over 4 16.3 16.1 


* Compiled from the Annual Reports of the Comptroller of the Cuirency. 

Managerial policies and failures . There can be no doubt that 
managerial policies greatly determine the fate of banks. A num- 
ber of studies have been made that attempt to isolate some of the 
practices that have led to failure. These studies have mainly 
compared the practices of banks that failed during the critical 


6 Also see Rodkey, R. G., State Bank Failures in Michigan, 1935, Michigan Busi- 
ness Studies , Vol. VII, No. a. 
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years of 1930-1933 with those which survived. Not too much 
reliance can be placed on these comparisons, for the results of dif- 
ferent studies have not always been entirely consistent. For in- 
stance, Professor Rodkey’s study of failed country banks in Michi- 
gan revealed that real estate mortgage loans amounted to a smaller 
percentage of the savings deposits of the failed banks {37*5 per 
cent) than of the surviving banks (43 per cent). In contrast, 
among the outlying Chicago banks, the failed banks carried, as 
of 1929, somewhat more real estate loans than did the banks that 
survived, in proportion to savings accounts. 7 More significant 
results were obtained from the studies of bond portfolios of sur- 
viving and failed banks. In both Michigan and North Carolina, 
for example, surviving bank bond portfolios before 1930 contained 
a substantially higher proportion of United States Government, 
state, and municipal bonds than did the portfolios of banks that 
failed, 8 

Conclusion . The evidence presented here suggests that faulty 
management rather than external circumstances is the major 
cause of bank failures. During prosperous times, fraudulent and 
illegal banking practices loom large among the causes of failures. 
During periods of prolonged depression, weak and inefficient 
management, unable to meet the rigorous requirements of the 
times, contributes heavily to failures. It follows, therefore, that 
the most fruitful remedies for bank failure must be sought in 
improved management. There are, naturally, two general meth- 
ods of approach to the problem of improving bad bank manage- 
ment. The first involves the use of direct pressure; the second, 
the altering of the institutional framework within which bankers 
must function. One form of direct pressure might well consist 
of a requirement that all banks executives should demonstrate 
their possession of a minimum amount of knowledge of sound 
banking principles and practice by passing some form of exami- 
nation. Such a plan might give rise to a body of certified bank- 
ers, 5> who would assist in the promotion of a professional attitude 
among bankers in general. In addition to such measures, there 


7 Thomas, R. G., ‘'Bank Failures — Causes and Remedies/’ Journal of Business, 
July pp. 312-313. For similar findings, see a study made by the Research 

Committee of the North Carolina Bankers Association, Trends in North Carolina 

Banking , J 93 8 ' PP' U4~*45- 

8 Rodkey, op . ciU and Trends in North Carolina Banking, p. 141* 
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must, be retained and strengthened the existing methods of exami- 
nation and control by public authority. The intelligent bank 
examiner and supervisor can very effectively improve the quality 
of bank management by insistence upon sound loan and invest- 
ment policies, as well as by the detection of fraudulent and illegal 
practices. 

A consideration of any alteration of the institutional frame- 
work surrounding banking activities confronts us with the ques- 
tion of what changes are desirable. Although it is commonly 
held that small banks are much more susceptible to failure than 
large banks, and therefore that large banking units are to be 
encouraged, the evidence indicates that the failure rate of large 
banks, operating under similar conditions, is quite as great as 
that of small banks. An attempt to prevent failures by encour- 
aging the development of banks of larger size cannot in itself be 
expected to be particularly beneficial. One benefit from such an 
attempt might arise from the fact that the increase in the size of 
banks in rural areas would necessitate the introduction of branch 
banking. If branch systems of the type capable of promoting 
diversification of loans and deposits resulted, there should be a 
definite gain in bank stability. 

Another proposed improvement in the banking system takes 
the form of minimum requirements for the ratio of stockholders’ 
equity to deposit liabilities. But the facts indicate that such re- 
quirements would be of little consequence in preventing failures. 
The failed banks studied generally had a ratio of stockholders’ 
equity to deposits as substantial as that of the surviving banks 
and, in any event, well above the commonly suggested minimum. 

Although the failure experience of state banks was consider- 
ably worse than that of national banks, membership in the Fed- 
eral Reserve System appears to have been of little benefit. When 
one takes into account the fact that most state member banks are 
located in areas less exposed to depression, their superiority over 
nonmember banks becomes unimportant in the light of their de- 
cided inferiority in comparison with national banks. Attempts to 
force all state banks into membership in the Federal Reserve 
System appear to be of little use in preventing failures. On the 
other hand, very definite gains might be realized by the abolition 
of' the dual system of chartering banks. This is true, first, because 
the state-chartered banks have been much more susceptible to 
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failure than the national banks, and second, because the dual sys- 
tem has contributed to overexpansion of new banks during periods 
of prosperity, This outcome has in turn tended to increase the 
number of inexperienced and incompetent bankers in the field 
and has resulted in excessive competition, leading to unwise bank- 
ing practices. The effectiveness of public supervision could be 
greatly enhanced by a unified system of commercial banks under 
Federal control. 

In both good and bad times defective bank management has all 
too frequently taken the form of excessive loans to the bank’s 
own officers. This fact suggests two possibilities for improve- 
ment. First, the $2,500 limit on loans by banks to their execu- 
tive officers or to firms in which they are partners, as provided 
in the Banking Act of 1935, should be extended to include loans 
to all firms controlled in any substantial measure by such bank 
officers. This rule would definitely ban the doubtful practice 
of attempting an impartial appraisal of the banker’s own credit 
standing and should go far toward reducing the abuses of ex- 
cessive and fraudulent loans to insiders. Second, the temptation 
on the part of inside interests to engage in borrowing might well 
be reduced. An outright prohibition of all non-banking affiliates 
would be a wholesome change. This could be done with no harm 
to banking efficiency if branch banking barriers were abolished. 
Also, branch banking, in contrast with unit banking, furnishes a 
more adequate outlet for the energies and abilities of the capable 
banker and reduces somewhat the urge to develop outside busi- 
ness interests. 

The possibilities of improvement in the management of banks 
seem greater under a sound branch banking system than under 
a unit banking system. The evidence indicates, however, that 
branch banking as we have it in the United States has not on the 
average been equal to the average performance of the national 
banks, which are predominantly of the unit form. Branch bank- 
ing, to be of any serious consequence, must be allowed to develop 
over wider areas than those permitted at present. 

Meeting the Problem of Failures; 

Rehabilitation of Banks 

The reopening of the banks after the holiday by no means com- 
pleted the task. In many communities there were no banking 
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facilities; in others the banks in operation had little sound capi- 
tal or stockholders’ equity; and in some places banking facilities 
were inadequate to serve local needs. Finally, there was the 
problem of salvaging as much as possible from the banks that had 
failed. 

Sale oj capital obligations to the RFC . To strengthen the 
capital structure of the reopened banks, they were encouraged to 
sell preferred stock to the RFC (capital notes or debentures were 
used where state law did not permit the issuance of preferred stock 
free from double liability). Such banks were first examined and 
were required to have a reasonable margin of owners’ equity to 
protect the RFC’s interest. Anticipated earnings were required 
to be sufficiently adequate to provide dividends or interest charges. 
When funds were advanced against capital notes or debentures or 
loaned against the security of preferred stock, the banks were re- 
quired to give assurance that the management and the salaries 
would be satisfactory to the RFC while it owned any of their 
obligations. 

By November 30, 1935, the RFC owned $879,348,000 of pre- 
ferred stock, capital notes, and debentures of banks. These hold- 
ings have now declined to a nominal figure. 

Rehabilitation of closed banks. In many instances it seems 
desirable to rehabilitate a closed bank, either because of the need 
for its services in the community or because it offers a better way 
of salvaging the assets for depositors. The general principle of 
such rehabilitation involves the establishment of adequate sound 
capital in excess of the bank’s liabilities to depositors. This may 
be accomplished by the sale of a sufficient amount of new stock, 
by the assessment of old stockholders, by waivers of depositors 
to their claims, or by a combination of methods. Two general 
methods were used in rehabilitating closed banks after the holi- 
day. 9 

Under what is known as the straight rehabilitation pla?i } the 
existing bank is reorganized by: (1) writing off bad assets to the 
amount of the capital, surplus, and undivided profits; (2) a waiver 
of the depositors’ claims by an amount necessary to bring the vol- 
ume of deposits not waived down to equality with the sound assets; 
(3) the surrender of old shares by stockholders and a resale of 


0 Upliam, Cyril B„ and Lamke, Edwin, Closed and Distressed Banks , Washington, 
Brookings Institution. 1934, pp. 191-193. 
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these shares to them as a source o£ new capital funds; and (4) Lhe 
sale of preferred stock to the public and to the RFC if necessary. 
Since the waiver of depositor claims has rendered the bank solvent, 
no claim for double liability can be exercised against the stock- 
holders. The poor assets are set aside, and anything realized from 
them is applied to the waived deposits. Such an arrangement may 
be brought about, in the case of national banks, by the written 
agreement of persons holding two-thirds of the stock and 75 per 
cent of the unsecured deposits (or other liabilities), provided con- 
sent is given by the Comptroller. Depositors and stockholders 
who do not consent to the agreement are also bound. Upon the 
reopening of the bank, the unwaived portion of deposits is made 
available without restriction. 

The second method used is known as xoaiver and sale . Under 
it, the depositors are called upon to waive their claims in excess 
of the amount that can be realized from a sale of the sound assets 
to another bank newly created. The newly organized bank pur- 
chases the sound assets and assumes the unwaived liabilities of the 
old bank. The unacceptable assets are transferred to a trustee, 
who liquidates them and applies the pioceeds to payment of the 
waived claims. The amount available may sometimes be in- 
creased by means of a loan from the RFC against assets not sold 
to the new bank. 

Liquidation in the absence of reorganization. A failed bank 
that cannot be reorganized is put into the hands of a receiver 
with authority to liquidate the assets and pay the proved claims. 
The appointment of the receiver has often proved to be a prob- 
lem. Two principal methods have been used. Previous to the 
existence of the FDIC, the Comptroller of the Currency ap- 
pointed the receiver for national banks, and the liquidation was 
carried on under the supervision of the experts in charge of the 
division of insolvent banks. Now the FDIC automatically be- 
comes receiver for any failed national bank. Receivers for state 
banks were generally appointed by local courts and were answer- 
able only to them. The more modern method of handling state 
bank liquidations is that used in Indiana, where the Department 
of Financial Institutions takes possession of a closed bank, and 
its agents carry out the process of liquidation. The acts of this 
department, however, are subject to the approval of a court of 
competent jurisdiction. 
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The appointment of liquidating agents or receivers by the 
Comptroller of the Currency, by slate authorities, or by local 
courts has been criticized on the grounds that jobs have been 
given on the basis of political considerations or for motives not 
in harmony with the best interests of the bank and the public. 
At best liquidations are costly and wasteful. Claims against debt- 
ors are compromised when they might have been collected in full 
by officers of a going bank; expenses for legal services are high. 
These difficulties explain in part the superior advantages of re- 
habilitation of a bank over a receivership even at the expense of 
giving up the right to enforce double liability on the stockholders 
when it exists. In spite of problems that arise from having agents 
of a central authority, instead of local persons, liquidate a bank, 
centralization of liquidation is a very definite advantage, since 
costs can be reduced and more experienced agents employed. 

Meeting this Problem of Failure; Deposit Insurance 

General problem. Depressions that result in numerous bank 
failures usually bring agitation for some form of guaranty or insur- 
ance of bank deposits to protect the depositor from loss. As early 
as 1829, the state of New York attempted to accomplish this 
through the Safely Fund System, which was established to guar- 
antee the payment of notes and deposit obligations of the banks 
of that state. After the panic of 1893, a movement was again 
started to guarantee deposits, but it failed to achieve any tangible 
results in the form of legislation. Modem experience with guar- 
anty of deposits followed the panic of 1907. The year 1908 saw 
the inauguration of a compulsory system of bank deposit guar- 
anty in the state of Oklahoma, followed by guaranty legislation 
in seven other states; thus eight states tried a system of guaranty 
in some form or other. The results of these experiments were 
such as to dampen the enthusiasm of people who had previously 
advocated the plan. In times of good business and up to the de- 
pression beginning in 1920, they worked well. But bank failures 
became so numerous during and after this depression that in every 
case the burden became too great and the systems collapsed. 10 

10 For an account and criticism of the state guaranty systems see The Guaranty of 
Bank Deposits, 1933, by the Economic Policy Commission of the American Bankers 
Association. 
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The case for deposit guaranty or insurance. Such a far-reach- 
ing matter as the guaranty of bank deposits on a nationwide scale 
can be justified only on the grounds of public policy. One may 
properly ask, therefore, if there is any real public advantage in a 
guaranty or insurance system thaL wholly or in part shifts the risks 
of bank failure from the depositors to someone else. Is the shock 
to a community resulting from the loss of depositors’ funds of 
sufficient importance to justify an attempt to cushion it through 
some form of insurance? The president of an important New York 
City bank is reported to have said in opposition to guaranty of 
deposits; “There is no more reason to guarantee banks that are 
not run well than there is to guarantee department stores or in- 
dustrial concerns that are badly run,” This remark is misleading, 
for it implies that a guaranty of bank deposits constitutes a guar- 
anty of the bank. Such an interpretation is inaccurate. There 
is no attempt to guarantee that the banking venture will turn out 
profitably for the owners. If the bank is not soundly operated, 
the stockholders stand to lose with a system of guaranty quite as 
readily as without. The real question is whether or not the com- 
munity welfare is so intimately tied up with the continued func- 
tioning of its banking system and the safety of its bank deposits 
that it is desirable to lessen the shock by spreading the loss. Any 
person who has witnessed the paralysis that seizes a community 
that has suffered bank failures realizes that this is at least a reason- 
able question, not to be dismissed by sweeping generalities. The 
salutary effect on the economic life of the country as a whole from 
abolishing runs on banks and reducing the shock from bank fail- 
ures suffered by particular communities can hardly be denied. 
Although different in its application, its immediate results are 
soijiewhat similar to those of fire insurance, the essential advantage 
of which lies in the reduction in the shock by spreading the loss. 

The experience of states that tried deposit guaranty showed 
that runs on banks were prevented. To the extent that deposit 
insurance frees bankers from the fear of runs, it reduces the neces- 
sity of maintaining a position of extreme liquidity during critical 
times and removes the need for forced batik credit liquidation that 
arises from the fear of depositor panic. It seems ceitain, there- 
fore, that deposit insurance makes it possible for banks to serve 
their communities more adequately during depression periods. 
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Guaranty of deposits and quality of bank : management . Does 
a guaranty system, encourage bad banking? Is the irresponsible 
and dishonest banker more able than before to deceive the public, 
so that the whole system degenerates? Is incompetence increased? 
Bankers in the past often went on record as opposing guaranty of 
deposits on this ground. It was argued that, with all deposits 
equally well protected, the public would no longer base its choice 
of banks on the security afforded by the conservatism of the man- 
agement, but would patronize the banker who pays the higher 
interest rates or provides the most free services. This, in turn, 
would result in competition that would be disastrous to sound 
banking. Cogent as this reason undoubtedly is, its validity is 
necessarily based upon the assumption that depositors: (1) are able 
to choose their bankers intelligently — that they are able to dis- 
tinguish between a sound and conservatively managed institution 
and one not so managed; and (2) choose their banking connections 
mainly because of a fancied security of deposits and because of 
interest payments and free services. As to the first assumption, 
there is little evidence that the average bank depositor is able to 
make an intelligent choice of banks. The depositors in the thou- 
sands of banks that suspended without reopening since 1921 are 
eloquent testimony of the helplessness of the average depositor. 
Moreover, the dangerous competition of banks offering higher 
interest on deposits and free services has confronted the conserva- 
tive banker for many years. As a result, clearinghouses commonly 
regulated interest payments on deposits long before the advent of 
deposit insurance. These considerations tend to support the 
contention that the depositor, even with no guaranty, is quite 
unable to distinguish between the sound and the unsound banks. 
In general, it seems fair to conclude that, with a guaranty system, 
the small depositor will be no moi~e inclined to patronize the un- 
sound banker than before. The larger depositor, who may be 
able to investigate and judge a bank’s solvency, need not be en- 
couraged to slacken his vigilance by the existence of a deposit 
guaranty. He will still prefer to deal with a sound banker of 
established reputation who is able to provide adequate service and 
sound financial aid and guidance. In addition, a limit of insui'- 
ance or guaranty coverage of $10,000, such as exists in the present 
system, makes it necessary for large depositors to discriminate in 
favor of sound banks. 
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To offset possible tendencies toward lax banking induced by a 
uniform system of guaranty of deposits, there must be more care- 
ful and effective supervision of banking practices. Such improve- 
ments are needed in any event. Obviously, more care should be 
used in the issue of charters in prosperous times to prevent “over- 
banking,” and effective means are required for ridding the bank- 
ing world of individuals who engage in shady and unsound 
practices. A guaranty system strengthens the hands of the super- 
vising officials in managing difficult cases. Without it the officials 
are reluctant to take any strong measures against bankers violating 
the law and the rules of sound banking practice, for fear of unfa- 
vorable consequences to the credit standing of the remaining 
banks of the community. Under a system of guaranty this need 
not be an issue, and the supervising officials may with impunity 
order the institution closed and its affairs wound up or may com- 
pel the withdrawal of offending officials, with resultant savings to 
both the depositors and the stockholders. Finally, it should be 
remembered that without a guaranty system the main method 
we have had for ridding the community of incompetent bankers 
is to let them fail. This method still exists under a guaranty 
system. The unsound and incompetent banker can fail quite as 
effectually under a guaranty system as without it. Conversely, the 
rewards of the sound banker in the form of profits derived from 
long and successful banking practice will remain. One may prop- 
erly reject the contention that a guaranty system will ruin the 
banking system by enabling the weak, incompetent, or irrespon- 
sible banker to gain at the expense of the sound, conservative, and 
able banker. 

Financial burden of deposit insurance or guaranty. The ex- 
perience of the eight states that tried systems of guaranty of bank 
deposits was so unfortunate as to lead many to believe that a guar- 
anty of deposits on a sound and equitable basis was impossible. 
Without exception, these state systems worked well in fair weather, 
but were unable to withstand the load of general depression. The 
burden placed upon the bankers who remained solvent became 
intolerable and resulted in the eventual abandonment of the at- 
tempt in every state. Naturally enough, when proposals were 
first advanced for a nationwide system of deposit insurance, bank- 
ers were alarmed at the prospect that the state bank experience 
might be repeated. Especially were they opposed to unlimited 
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assessments against good banks to pay the liabilities of those which 
fail. The experiences of the eight state attempts at deposit guar- 
anty and the criticisms of bankers were responsible to a consider- 
able degree for the form our present system of deposit insurance 
has assumed. 

Because of the unfortunate experience of Lhe states that tried 
deposit insurance, it was often assumed that any form of such in- 
surance is doomed to failure. This, however, is not the case. 
The collapse of the state systems can be traced to two main causes: 
first, inadequate supervision of the system in several instances may 
be blamed for part of the difficulties; and second, individual states 
were unable to furnish adequate diversification of risk. These 
weaknesses are largely avoided in the present nationwide system. 

One point in respect to the costs of deposit guaranty or insur- 
ance should be especially emphasized. The costs involved in 
payment of insured depositors of failed banks do not represent 
any added costs to the country as a whole, but merely consist of a 
reallocation designed to reduce the economic shock of meeting 
them. 


The Present Deposit Insurance System 

The first attempt to develop a nationwide system of insurance 
of bank deposits was undertaken in connection with the Banking 
Act of 1933. Congress then amended the Federal Reserve Act 
by adding Section 12 B, which provided for the insurance of de- 
posits of all Federal Reserve members and qualifying nonmember 
banks. As originally enacted, the law provided a temporary plan 
of insurance that was to be in force from January i, 1934, until 
July 1, 1934, at which time a permanent plan -was to go into oper- 
ation. The temporary plan was designed to bridge the gap until 
the permanent plan could be started. But the introduction of the 
permanent system of deposit insurance was postponed until 
August, 1935. 

The present insurance of deposits , Under the permanent plan, 
the insurance coverage on any deposit in an insured bank is 
limited to $10, 000. # An '‘insured deposit” is defined as “the net 
amount due to any deposit or deposits in an insured bank (after 
deducting offsets) less any part thereof which is in excess of 


* Insurance coverage was raised from 15,000 to $10,000 on September 21, 1950. 
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$10,000.” For the purpose of determining the amount owed to 
any depositox', all deposits in the bank for his benefit, either in 
his own name or in the name of others, are combined. Trust 
funds held on deposit while awaiting investment or disposal are 
considered separately from other deposits regardless of the bene- 
ficiary, and each separate trust fund is insured up to $io,ooo. 

Table 43 indicates the protection afforded bank depositors un- 
der the $10,000 limit. In 1949, 98.4 per cent of the total deposit 
accounts in insured banks would have been fully covered. How- 
ever, because of the heavy concentration of demand deposits in 
the hands of large depositors, only 53.4 per cent of the dollar 
volume would have been covered. Banks having deposits in excess 
of $100,000,000 held over one half of the demand deposits of 
individuals and firms. Under the $10,000 limit these same banks 
would have had insurance protection of only $12.1 billion on 
total demand deposits of $40.9 billion. Thus the insurance cov- 
erage on such deposits amounted to but 59.5 per cent. 

The Federal Deposit Insurance Corporation . The insurance 
of bank deposits is in the hands of the Federal Deposit Insurance 
Corporation, a government corporation organized with an original 
capital of $289,000,000. $150,000,000 of this was subscribed by 
the United States Treasury and the remainder by the Federal Re- 
serve Banks. 11 This capital has since been retired. 

TABLE 43 

Protection Afforded by Deposit Insurance with Maximum Coverage of 

$ 10,000 per Depositor, All Insured Commercial Banks, September 30 , 1949 * 


Account 01 deposit item 

Number of banks 

Number of accounts (in thousands) : 

Total 

$10,000 or less in amount 

$10,000 or less as percentage of total 

Amount of deposits (in millions) : 

Total 

Insured 

Insured as percentage of total 


13,440 


91,452 

90,040 

98.4 

$ 139,252 

72,998 

5,214 


* Federal Reserve Bulletin , February 1950, pp. 141-143. Figures for 1949 are used 
in the absence of later data. 


11 Each Federal Reserve Bank subscription equaled one-half of its surplus account 
as of January 1, 1934. 
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Powers and procedures . The Federal Deposit Insurance Cor- 
poration is under the management of a board of directors consist- 
ing of the Comptroller of the Currency and two others appointed 
by the President. The corporation is empowered to appoint 
examiners with power to examine all insured nonmember state 
banks, any national banks with the written consent of the Comp- 
troller, and any stale member bank with written consent of the 
Board of Governors of the Federal Reserve System. The corpora- 
tion shall be appointed receiver of all failed national banks and 
shall accept appointment as receiver of failed insured state banks 
when such receivership is tendered by state supervisory authorities 
under the state law. 

As soon as possible after failure of an insured bank, the corpo- 
ration shall make available to each depositor the amount of the 
insured deposits, either by transferring it to another insured bank 
in the same community, by depositing it in a new national bank 
with a temporary organization if public interest so requires, or 
by direct payment to depositors. 

The corporation is subrogated to the rights of the insured de- 
positors of the closed banks to the extent that it is entitled to 
receive the same dividends from the proceeds of the assets and 
recoveries on account of stockholders’ liability as would have 
been payable to the depositor on a claim for the insured deposit. 
The depositor retains his claim for any uninsured portion of his 
deposit. The corporation, therefore, is in the position only of 
a general rather than a preferred creditor. 

Not only is the corporation to act as receiver of all failed na- 
tional banks, and where permitted, of failed insured state banks, 
but it may also purchase or make loans upon the assets of failed 
insured banks to facilitate the liquidation process. 

Regulation and control by the FDIC . The ultimate success 
of deposit insurance rests upon the soundness of the insured banks. 
That excessive failures will inevitably result in the undoing of the 
whole project is amply demonstrated by the experiences of the 
individual states that tried deposit insurance. Care must be taken 
that bankers shall not rely upon the insurance rather than upon 
sound management methods to command public confidence and 
attract business. Such a loosely knit banking structure as ours 
can hardly be relied upon to follow conservative and sound prac- 
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(i<es vvithoui fairly rigorous supervision. Under deposit insur- 
ance, this supei'vision has been considerably strengthened. 

The relatively poor showing of state banks belonging to the 
Federal Reserve System during the troubled times between 1929 
and 1933 indicated clearly that membership in the Federal Re- 
serve System alone was no guaranty of good management. Al- 
though the Board of Governors of the Federal Reserve System 
(called the Federal Reserve Board before 1936) had authority to 
examine member banks, the exercise of this right involved dupli- 
cation of the efforts of the Comptroller of the Currency (who 
has supervision over national banks) or the state bank examiners. 
Consequently the Federal Reserve authorities normally accepted 
the report of the state or national bank examiners without any 
independent examination of their own. Since 1933, however, 
the Federal Reserve authorities have adopted a policy of examin- 
ing all state-chartered member banks at least once each year. 
The Federal Deposit Insurance Corporation has specific power 
to examine insured nonmember banks; to examine national banks 
with the consent of the Comptroller of the Currency; and to 
scruti niz e state member banks with the consent of the Board of 
Governors. It has, therefore, adopted the practice of making 
annual examinations of each nonmember insured bank, with ad- 
ditional examinations when conditions seem to warrant them. 
Furthermore, it has authority to require all insured member 
banks to submit reports, and it has access to any reports to and 
results of examinations by the Comptroller and the Federal Re- 
serve Banks. The Federal Deposit Insurance Corporation is 
therefore in a good position to detect and act upon poor manage- 
ment policies of the nonmember state banks. Its control over 
national and state member banks is still rather ill-defined and has 
led to proposals that power of examination and supervision of all 
insured banks, member state and national banks, as well as non- 
member banks, should be concentrated in the hands of the Fedeial 
Deposit Insurance Corporation. 

As a means of preventing the admission of unsound banks to 
insured status, the Federal Deposit Insurance Corporation ex- 
amines all applicants. The chartering of new banks has pre- 
sented something of a problem. It has been generally agreed 
that a serious fault in the American banking system is to be 
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found in the chartering of banks in locations already adequately 
supplied with banking facilities, a practice leading to a tendency 
toward cutthroat competition and unsound banking practices. 
In an attempt to forestall a repetition of excess chartering, the 
Federal Deposit Insurance Corporation has endeavored to per- 
suade state authorities not to grant new charters until it has ex- 
amined each local situation and has agreed to admit a* new bank 
to the deposit insurance system. 

Since many banks were admitted to membership in the insur- 
ance system with little if any real “sound capital,” there has been 
a definite effort to increase the stockholders’ equity in insured 
banks. The rule was laid down that the “net sound capital” of 
all insured banks should equal at least 10 per cent of a bank’s 
deposits. This goal, however, was never reached. By the end 
of 1949 the ratio of capital accounts to deposits of insured com- 
mercial banks averaged only 7.6 per cent. 

Finally, it is the duty of the Federal Deposit Insurance Cor- 
poration to prohibit the payment of interest on demand deposits 
and to limit the interest payments on time and savings deposits 
of insured nonmember banks. It is also required to prohibit the 
payment of time deposits of insured nonmember banks before ma- 
turity except under regulations of the same sort as are set up by 
the Board of Governors for member banks. 

Termination of insured status. Any nonmember insured bank 
may terminate its insured status upon ninety days’ notice. Mem- 
ber banks are required to be insured. Whenever an insured bank 
is guilty of continued unsound practices or violation of law, the 
Federal Deposit Insurance Corporation shall notify the super- 
visory authorities concerned regarding such practices or violations. 
If: conditions ai^e not improved within one hundred twenty days 
(or less, as determined by the authorities concerned), the corpora- 
tion may give the bank at least thirty days’ notice of intent to 
terminate the insured status of the bank and set a time for hearing 
of the case. If the corporation finds the charges substantiated, it 
may order the termination of the bank’s insured status, publish 
notice of the same, and require the bank to give notice to all de- 
positors to that effect. After the termination of insured status, 
existing deposits shall continue to be insured for a period of two 
years, and the bank is liable for the regular insurance assessments. 
New deposits or additions to old deposits, however, are not in- 
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sured. Since national banks and Federal Reserve members can- 
not be uninsured, national banks under the circumstances are put 
into the hands of a receiver, and state member banks must give 
up membership in the Federal Reserve System. 

Funds available to the FDIC. In addition to the originally sub- 
scribed capital, later retired, the FDIC receives income from assess- 
ments paid by the insured banks and from interest earned on 
accumulated funds invested in government securities. Further- 
more, it may borrow from the United States Treasury in case of 
need. 

The most important source of revenue of the FDIC is the 
assessment paid semiannually by the insured banks. This assess- 
ment amounts annually to one-twelfth of x per cent of the banks’ 
average deposits. The assessment, paid semiannually, is com- 
puted by multiplying the rate (one twenty-fourth of 1 per cent 
semiannually) by the assessment base, which is the average differ- 
ence between total deposits and total uncollected items when 
calculated on a quarterly basis. Excluded are deposits payable 
only at an office outside of the United States or its dependencies, 
and at the bank’s option, deposits payable only at a branch located 
in a dependency of the United States. During 1948, the income 
received from assessments was $119,000,000, whereas for the period 
1 933-1 948 it amounted to $90 4,300, 000 , 12 

The second source of income is the investments of the FDIC in 
United States securities. These investments, representing capital 
and surplus of the Corporation, were about $1 billion at the end 
of 1 948, and produced an income during that year of about forty- 
three million dollars. During the 1933-1948 period, the total 
income of this type was $244 million. 13 

Finally, the FDIC may borrow up to Lhree billion dollars from 
the United States Treasury. This privilege supplants an earlier 
provision of the law entitling it to borrow about one billion dol- 
lars from the Treasury. 

Retirement oj capital stock oj the FDIC . Upon the recom- 
mendation of the Corporation, Congress enacted a law, approved 
August 5, 1947, which authorized the FDIC to retire the whole of 
its capital stock amounting to $289,299,556.99. The retirement 
was conditioned upon the continued maintenance of a combined 

12 Annual Report of the Federal Deposit Insurance Corporation, 1948, p. 19. 

13 Ibid, 
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imnimium capital and surplus of $1 billion. The retirement of 
stock, begun in September 1947, was completed on August go, 

1 94 1 -- 

Extent of membership in the Federal Deposit Insurance Cor 
poration. By the end of December 1947, 13*597 commercial and 
mutual savings banks were members of the Federal Deposit Insur- 
ance Corporation. These banks constituted 92 per cent of the 
number of all banks and their deposits amounted to 95 per cent 
of the total bank deposits. Chart 36 shows membership in the 
deposit insurance system by individual states. 


DECEMBER 31,1947 
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Chart 36. Insured Banks as a Ptucentaoe of All Banks (Source: Annual Report 
of the Frtlaal Deposit Insurance Corporation, 19*17, P* 34 *) 


Full protection for depositors through mergers . Under the 
law, the insurance coverage lor each depositor in an insured bank 
is limited to $io 5 goo. But by making use of its power to assist 
in the promotion of mergers of unsound with sound banks, the 
FDIC has been able in many cases to provide complete protection 
of deposits, both large and small. At the same time it has not only 
reduced its own losses but also has protected the community from 
the shock and loss arising from receiverships for [ailed banks. 

The costs and wastes of putting a bank through a receivership 
are well known. Such costs and wastes are important to the FDIC 
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because its ultimate loss from deposit insurance is directly affected 
by the efficiency with which the affairs of the unsound and failing 
banks are handled. Therefore the law permits the Corporation 
to purchase, guarantee, or lend against the assets of banks that 
have failed or are threatened with failure in order to promote the 
absorption of the ailing bank by a sound bank in the same com- 
munity. The sound bank will be willing to assume the deposit 
liabilities of the other bank only when sound assets to match such 
liabilities are available for transfer also. In order to provide the 
necessary volume of sound assets, therefore, the FDIC either pro- 
vides cash by purchase of or loans against the substandard assets, 
or adds its guarantee to the substandard assets. 

A number of conditions must be satisfied in order that mergers 
of this kind may be utilized. First, the authority of the FDIC to 
participate is dependent upon the decision of the its directors that 
such action will reduce its probable losses below what might be 
expected from a receivership. Second, consent to the merger 
must be granted by the supervisory authorities under whose 
jurisdiction the banks concerned operate. Third, if no other 
bank exists in the community, the method of merger cannot be 
used. In that case either the bank 'will have to be rehabilitated 
through some “straight rehabilitation” plan or through “waiver 
and sale” to a newly organized bank if receivership is to be 
avoided. 

The FDIC is on record as favoring the use of the merger plan 
wherever possible. “The experience of the Corporation has indi- 
cated that its loss is less, relative to the amount of insured deposits, 
than when a bank is placed in receivership. Only that part of the 
assets of the weak or insolvent bank not acceptable to the absorb- 
ing bank is subjected to liquidation, other costs of leceiveiship 
are avoided, and there is less adverse effect on property values in 
the community. Since the Corporation is the only creditor, the 
acquired assets are liquidated in an orderly manner by the Board 
of Directors.” 14 The depositors are benefited by receiving in 
effect full 100 per cent protection. 

The relative importance of the use of mergers and receiverships 
in handling the affairs of insured banks is shown in Chart 37 and 
Table 44. 


14 Annual Report of the Federal Deposit Insurance Corporation , 1947* PP- 10 ” u - 
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Chart 37, Source; Annual Report of the Federal Deposit Insurance Corpora ■ 

tion , 1947, p, 12. 
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77 le expedience oj the FDIC. Since the Federal Deposit ’In- 
surance Corporation was started in 1934 conditions have been 
most favorable for bank survival. In general, the banks that 
were admitted to insurance had proved their stability by surviving 
the bank holiday of 1933. Moreover, from that time on business 
conditions, in spite of cyclical setbacks, tended to improve over 
the years. The expansion of the war years provided bankers with 
an abundance of nonrisk assets and high earnings. Consequently, 
the number of bank failures in the 15-year period 1934-1948 
was the lowest of any 15-year period in our banking experience. 
Therefore, the FDIC has had no opportunity to demonstrate its 
ability to cope with banking difficulties growing out of severe de- 
pression. 

During the period 1934— 1949, the Corporation’s income ex- 
ceeded its expenditures by over $1,289,000,000. This enabled 
it to retire all of its original capital and establish a surplus account 
of over $1,000,000,000. 

Probable adequacy of insurance fund . The present insurance 
fund is to be maintained solely out of the accumulations resulting 
from an assessment of one-twelfth of 1 per cent of the total deposits 
of the insured banks. Thus the criticism that in times of heavy 
failures sound banks will be dragged down by the burden of fail- 
ures is avoided, since no provision is made for extra assessments. 
To care for the contingency of concentrated failures that might 
exhaust the fund, the corporation is granted the borrowing power 
described above. Within the limits of this borrowing power, the 
Federal treasury is behind the fund, since it may purchase the 
corporation’s obligations. 

A question naturally arises as to the long-run adequacy of the 
annual assessments to meet the probable future costs of deposit 
insurance. It has been estimated that if a collection of an annual 
premium or assessment of one-tenth of 1 per cent against national 
banks had been made from 1863 down to the beginning of 1933, 
these receipts, plus the unused balances accumulating at 3 per cent 
interest, would have covered all of the losses from failed national 
banks, and there would have been a surplus of $154,000,000 at the 
beginning of 1933. 15 The Annual Report of the Federal Deposit 


15 Taggart, J. H., and Jennings, L. D„ "Insurance of Bank Deposits/’ Journal of 
Political Economy , August 1934, p. 5 ° 8 - 
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Insurance Corporation for 1934 gives an estimate of the annual 
losses for the period 1865 to 1934 per $100 of deposits in active 
banks as follows: 10 


Losses on Deposits Insurable 
T otal Losses wider the $ 5,000 Limitation 


National banks $.227 $.149 

State banks 412 .328 

All banks 324 .241 


If these figures are correct, one may question the adequacy of an 
assessment of one-twelfth of 1 per cent to insure the deposits of 
all banks unless very definite reforms can be instituted to improve 
banking practices and reduce failure losses. 

The favorable experience of the FDIC has led to requests from 
bankers that the assessment rate be modified and the coverage 
increased. 17 Congress, therefore, enacted a new Federal Deposit 
Insurance Act (September, 1950) , which increased the amount 
of insurance coverage on individual accounts irom $5,000 to 
$10,000 and simplified the procedure for calculating the insurance 
base. It also modified the assessment collection so as to reduce 
the rate of accumulation of the FDIC surplus. This involved a 
provision that after total costs, including reserves for losses, are 
deducted from the proceeds of the semiannual assessment of i/z4th 
of 1 per cent, only 40 per cent of the remainder (net assessment 
income) is to be carried to surplus. The remaining 60 per cent is 
credited against the assessments of the following year. Conse- 
quently, surplus accumulations will henceforth be limited to 
40 per cent of the net assessment income plus income earned on 
investments. 

It is too early to judge the wisdom of the changes just described. 
The Corporation not only holds a surplus of over .$1 billion but 
also may borrow $3 billion from the Treasury. This would enable 
the FDIC to meet losses roughly comparable to those suffered by 
the depositors of the 16,000 banks that failed during the 1931-33 
period. However, the risk assets (earning assets other than govern- 
ment obligations) of banks in 195 1 considerably exceed those of 


17 Cf ^The Answers of the American Bankers Association, 1971. p. 26, Research 
Council. American. Bankers Association. For a discussion of the various proposals 
see “Staff Study on Assessments and Coverage for Deposit Insurance Federal Resene 
Bulletin, Februaiy 1950, pp. i5^ l6 5 
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the jgso's. Consequently, a severe depression could impose losses 
of a magnitude beyond the powers of the FDIC to absorb. On the 
favorable side is the fact that the existence of deposit insurance will 
help greatly to reduce panic and avoid failures arising from that 
source. Moreover, it is unlikely that a depression will ever again 
be permitted to degenerate into such a liquidity panic as that 
characterizing the Great Depression. Finally, in an emergency, the 
Treasury would doubtless give additional aid to the FDIC. 


Questions for Study 

1. When are banks insolvent? Why do banks sometimes fail even 
though they are basically sound? 

2. What co-operative steps did the banks take to assist those in distress 
in 1931? 

3. What conditions led up to the general banking holiday of March 
6, 1033? What steps were taken to hasten the reopening of the 
sound banks? 

4. Examine Table 35. Except for times of business depression, what 
seems to have been the most important cause of failure? Is it 
proper to say that improvement in bank management would be 
likely to reduce the number of failures “even in bad times?” 

5. Examine Tables 36, 37, and 38. What appears to be the connec- 
tion between bank failures and the size of banks? 

6 From an examination of Tables 39 and 40, what conclusion can 
you draw as to the effectiveness of Federal reserve membership as 
a prevention of bank failure? 

7. From Table 41, would you agree that restrictions on bank charters 
might be helpful? 

8. After you have carefully studied the material dealing with bank 
failures, make a list of changes and improvements that you think 
might aid in preventing failures. 

9. How was the capital structure of weak banks strengthened in the 
years following the holiday? Flow were closed banks rehabili- 
tated? 

10. Line up the best arguments for and against the insurance of bank 
deposits. 

xi. Where does the FDIC get its money? To what extent has it suc- 
ceeded in operating within its income? 

12. What can the FDIC clo to maintain sound banking practices by 
insured banks? 
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In what way has the FDIC stretched its $10,000 deposit insurance 
limit into complete too per cent coverage for depositors oL failed 
banks? Why has this been done? 

What are the pros and cons of the proposals that the FDIC assess- 
mcnt rate be lowered or that the coverage be increased? 



43 


Concentration in Banking Control 


Paralleling the growth of large-scale business enterprise 
is the development of large-scale banking. In part, this develop- 
ment has been the natural result of the expansion of individual 
banks as they have shared in the industrial and commercial de- 
velopment of growing cities; in part, it has been the outcome of 
combinations effected sometimes to satisfy the desire for power, 
sometimes to combat actual or threatened failure. To no small 
degree it has come from attempts to secure the real and fancied 
advantages of size. 

Large-Scale Banking 

Concentration in banking control takes a number of forms. 
First is the emergence of gigantic unit banks, maintaining a single 
banking office. Such banks, located in the financial centers of 
the big cities, have become big both by natural growth and by 
merger. Second are branch banks that acquire size by lateral 
expansion into territory surrounding the parent or home office. 
Third are the combinations of banks tied together through the 
ownership of stock by holding companies. Such combinations 
are commonly referred to as group banking. Holding company 
groups frequently contain both unit and branch banks. Finally, 
there is that informal type of concentration of control called chain 
banking , which involves common stock ownership and interlock' 
ing directorates without holding company intervention. 

The reasons for combinations , No single cause has been re- 
sponsible for bank mergers. The practice of the FDIC of induc- 
ing the merger of unsound with sound banks as a means of 

Soo 
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avoiding receivership was used by bankers long before its use was 
introduced by the FDIC. Consequently, many of today’s banks 
owe their size, in part, to the absorption of weaker banks in their 
communities. Such a procedure generally makes it possible to 
expand both deposits and earning assets on advantageous terms, 
since it is unnecessary to pay any "going value” premium and the 
absorption may be accomplished with little if any increase in the 
bank’s invested capital. Sometimes such mergers were facilitated 
by a clearinghouse guarantee against loss should assets taken over 
prove inadequate to offset the deposit liabilities acquired from the 
failing bank. 

A second reason for mergers has doubtless been the prestige that 
attaches to larger institutions. Moreover, there is the added at- 
traction of the possible and probable increased monetary rewards 
afforded the executive officers who survive the merger. 

Finally, the reason generally advanced to stockholders who are 
asked to vote approval of a proposed merger is the expectation of 
increased earnings on invested capital. 1 In the past, experience 
justified this claim to some extent. For example, the earnings of 
member banks in the Chicago Federal Reserve District for the 
year 1924 were but 4.32 per cent of invested capital for the small 
banks having earning assets of under $250,000. The earnings 
gradually increased with the increased size of bank until they were 
10.3 per cent for banks with assets of over $ 15,000,00c. 2 Analysis 
of the earnings of these banks, however, indicates that the main 
source of advantage of the larger banks lay not so much in superior 
operating efficiency as in their ability to acquire and maintain a 
higher level of deposits and earning assets per dollar of invested 
capital. The banks with earning assets of less than $250,000 had 
but $3.29 of earning assets per dollar of invested capital. In 
contrast, banks with more than $15,000,000 of earning assets had 
$6.38 of earning assets per dollar of invested capital. 

The earning advantage of the large bank over the smaller seems 
to have disappeared. This fact may be seen by referring to Table 

45 - 


1 Generally a two-thirds vote of stockholders of each bank is required to ratify 
merger agreements made by the banks’ boards of directors. 

-Preliminary Study of Member Bank Operations and Ea>nings J Seventh Federal 
Reserve District, prepared by the Division of Research and Statistics, Fedcuil Re- 
serve, Bank of Chicago. 
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TABLE 45 

Member Bank Earning Ratios, 1948 * 



Central Resewe City 
Banks 

Reserve 
City Banks 

Country 
, Banks 


New York. 

Chicago 

Net. current earnings to total 
capital 

8.4% 

10.4% 

13.1% 

13.8% 

Net profits to capital ** 

6.1 

6.9 

7.4 

7.8 

Avg. earnings on XJ.S. Gov- 
ernment securities 

1.44 

1.61 

1.52 

3.65 

Avg. earnings on loans .... 

2.40 

2.61 

3.83 

4,99 

Earning assets per dollar of . 
invested capital Decem- 
ber 31, 1948 

| 

$8.13 

$10.80 

$12.06 

$11.76 


* Federal Receive Bulletin, May 1949, p. 498. ## Alter income taxes. 


Methods of Concentration of Control 

Concentration through trusteeing of slock . Between 1900 and 
1937, a special form of banking concentration appeared among 
city banks. At that lime national banks were unable to engage 
in many profitable activities open to state chartered banks. For 
example, underwriting investment securities, lending on real 
estate security, operating a trust department, and handling savings 
deposits were all areas largely closed to national banks. 3 Con- 
sequently the larger national banks commonly organized state 
bank affiliates whose stock was owned pro rata by the stockholders 
of the national banks and was trusteed for their benefit. The 
transfer of the shares of the national bank stock then carried with 
it ownership of an appropriate amount of stock in the affiliated 
bank. Affiliated state banks of this kind generally, though not 
always, operated under the same roof and with the same officers 
as did the national banks. 

The attractive results derived from creation of state bank affili- 
ates for national banks may be seen in the relative earnings of the 
First National Bank of Chicago and its affiliated First Trust and 
Savings Bank, which are shown in Table 46. 


® National banks did some underwriting of state, county, and municipal issues 
only. Their high reserve requuements ma<]e it impossible to compete successfully 
With slate banks for savings. 




CONCENTRATION IN BANKING CONTROL 


803 


TABLE 46 

Ratio of Net Earnings to Invested Capital * 
(By Per Cents) 



First National 

First Trust and 

Year 

Bank of Chicago 

Savings Bank 

1905 

7-3% 

25.0% 

1910 

6.4 

23.6 

1912 

8.3 

14.7 

1915 

6.7 

9.0 

1920 

12.4 

14.9 

1923 

7.3 

9,4 

1924 

7.6 

10.7 

1925 

5.6 

15.0 

1926 

9.8 

12.4 


* Compiled from newspaper reports of net earnings and from official published 
reports of capital, surplus, and undivided profits. 

The advantages of state chartered banks over national banks 
were gradually eliminated. With the passage of the Federal Re- 
serve Act in 1913, national banks were enabled to compete for 
savings deposits by the provision for low reserve requirements 
against time deposits. Moreover, the right to engage in trust 
company business was given in the same Act. By 1927 the right 
of national banks to lend on real estate and to buy and sell “invest- 
ment securities'* was definitely recognized. These legislative 
changes practically abolished the differences between the privileges 
of state and national charters. Consequently, most state bank 
affiliates were merged into the national banks. , This action was 
made easier by a provision added to the national banking law in 
1927, which expressly granted national banks the right to succeed 
to the fiduciary or trustee functions exercised by the state banks 
absorbed. 

In order to obtain profits from underwriting speculative securi- 
ties, a privilege denied to state as well as to national banks, banks 
frequently organized nonbanking corporations or security com- 
panies affiliated with the banks through identical stock ownership. 
Such companies played an active part in security underwriting and 
marketing during the iqzo ’ s . The Banking Act of 1933, however, 
abolished security company affiliates for all member banks. 4 

4 For a study of the security company phase of American banking history, see 
W. Nelson Peach's Security Affiliates of National Banks , Baltimore, Johns Hopkins 
Press, „i 941. 
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Banks also organize affiliated corporations to hold real estate in 
which, the bank is housed and even other real property in no way 
directly concerned with the banking functions. Some have set 
up holding companies which in turn have acquired an amazing 
array of interests in addition to the stock of other banks. Some 
state-chartered banks have been permitted to own stock in other 
corporations, particularly for purposes of control. Thus, we have 
had joint stock land bank and security company stock, as well as 
stock in companies owning bank buildings and safety deposit 
facilities, in the portfolios of some commercial banks. 

The holding company . The holding company has been used 
by banks to serve two purposes. The first and by far the more 
laudable is that of unifying the management and control of several 
banks. The second and less desirable purpose is that of tying up 
nonbanking corporations with banks. A combination of these 
two uses has often appeared in which a group of banks and a 
number of nonbanking affiliates are tied together. The sponsors 
of holding companies prefer to call this type of combination group 
banking 3 reserving the title of chain banking for combinations tied 
together in other ways. 

Bank holding companies become owners of a controlling inter- 
est in the shares of affiliated banks either through outright pur- 
chase or through an exchange of stock. The banks remain sepa- 
rate corporations, but their afFairs are brought under the control 
of the holding company, which elects the management. It is not 
necessary, or course, that the holding company own over one-half 
of the shares of a bank in order for it to exercise control over the 
affairs of the bank. Even a modest fraction of ownership will 
often place the holding company in the position of being the 
largest stockholder and clothe it with the authority associated with 
that position. The holding company itself is frequently affiliated 
through common stock ownership with a large city bank, whose 
officers dominate the policies of the group. 

The peak development in group banking, measured both by 
the number of groups and the number of banks involved, came 
before the depression of the lggo’s. In 1931, there were 97 bank- 
ing groups, made up of 978 banks having loans and investments of 
18,716,000,000. By the end of 1936, the number of groups had 
declined to 52, made up of 479 banks. Twenty-four of the groups 
in operation in 3931 disappeared because of insolvency of the 
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holding company growing out of bank failures. Other groups were 
converted into branch banks/ 1 At the end of 1945, there were 
33 groups of banks reported. These groups involved 387 banks, 
of which 67 operated branches to the number of 861. The total 
deposits of banks belonging to these groups were $18 billion. 
About one- third of these deposits were in banks affiliated with a 
single California holding company and operating 504 branches. 0 

Branch hanking . The contrast between holding company 
banking and branch banking is that a branch system is one single 
bank incorporated under a single chartei, answerable to a single 
supervisory authority, all the branches of which are subject to 
direct central control. Tire branches are merely devices whereby 
it is possible to extend banking contacts into areas beyond the 
reach of the home office. Branch banking may, of course, be tied 
up with holding company control. For example, at the end of 
1945, 67 banks affiliated with bank holding companies maintained 
861 branches. In the United States, branch banking can exist 
only within the coniines of individual stales, and to a large extent 
is limited to the home city and the immediately surrounding 
territory. The limited nature of American branch banking may 
be seen in the data given in Table 47. 

Chain banking . A wide variety of interbanking relations falls 
under the general head of "chain banking.” Control in such 
chains arises out of various degrees of common stock ownership, 
ranging all the way from identical ownership represented by 
trusteeing sLock of one bank for the benefit of the stockholders of 
another to the loose, informal control arising from interlocking 
directorates. 

Chains of banks develop both in rural districts and in cities. 
Sometimes they arise from the purchase of stock in banks in other 
locations as a means of extending the banking power of some 
individual or group of individuals. Rarely are they the result 
of attempts to restrain competition. Frequently they arise from 
the efforts of large city banks to attach to themselves a collection 
of banking satellites. Often this has been accomplished when an 
officer in a large bank invests in the stock of a smaller one and 
assumes an important place on its board of directors. Smaller 


r> “Group Banking in the United States,” Federal Brserer Bulletin , Febiuaiy 1938. 
ttFedaml Reserve Bulletin , April hjjj p, 46a. 
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banks, themselves, are frequently interrelated by complex inter- 
locking directorates and common officers. 

Chain banking as defined by the Federal Reserve Bulletin , refers 
to multiple banking office structure in which three or more inde- 
pendently incorporated banks arc controlled by the same indi- 
vidual or individuals. On December 31, 1945, in the United 


TABLE 47 

Commercial Banks Maintaining Branches December 31, 1948 * 



Number 


Banks 

Branches 

Total for the United States 

1,166 

4,349 

National banks 

298 

1,965 

State member banks 

204 

1,232 

Insured nonmember banks 

628 

1,084 

Noninsured banks 

36 

68 


Location of Branches 


In head office city 1,983 

In head office county but outside home city 1,109 

In contiguous counties , 593 

In. noncontiguous counties . . 776 

At military reservations 70 


* J Federal Reserve Bulletin, June 1949, pp. 734—735. 

States as a whole, 1x5 chains, involving 522 banks were reported. 
OI this number, 45 banks operated a total of 74 branches. Rela- 
tively, chain banking involves a much smaller volume of deposits 
than does either group or branch banking. Total deposits of the 
chain banks were only $4.6 billion. Chain banking is most im- 
portant in the North Central block of states, whose eleven states 
account lor $2.6 billion out of $4.6 billion deposits of the chain 
banks in the whole country. Some picture of the chain banking 
situation may be seen in Table 48* 

The benefits of chain banking are slight. As in the case of 
holding company control, gains may be had through concentra- 
tion of reserves and uniform management, or operating economies 
may arise through the purchase of supplies and services. On the 
other hand, chain banks are especially susceptible to mismanage- 
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ment and exploitation. The failures experienced by chains of 
banks have been so numerous that sponsors of the modern holding 
company plan insist upon differentiating their type as “group 
banking” in contrast to “chain banking.” 

TABLE 48 


Chain Banking, December 31, 1945 * 


Geographic 

Number of 

Number of 

Deposits of 

Division 

... . .. J 

Chains 

Chain Banks 

Chain Banks 

United States 

115 

522 

$4,628 million 

New England 

3 

11 

$ 126 

Middle Atlantic 

5 

32 

404 

East North Central. . . . 

21 

71 

783 

West North Central. . . 

! 46 

232 

1,931 

South Atlantic 

5 

33 

585 

East South Central. . . . 

8 

10 

19 

West South Central.., 

19 

79 

436 

Mountain 

8 

31 

249 

Pacific 

5 

23 

90 


* Federal Reserve Bulletin, April 1947, p. 463. 


Relation of branch to group and chain banking . Group and 
chain banking have been particularly stimulated by restrictions 
on branch banking, as is apparent in the Middle West, where 
branch banking has been generally prohibited or severely limited. 
But even in states where branch banking has been permitted, 
holding company control has been instituted to tie branch banks 
to one another. 

* An Evaluation of Group and Branch Banking 

Advantages claimed for holding company banking. The spon- 
sors of group banking claim that stockholders of banks which join 
a group enjoy definite advantages, such as the following: 

1. The individual bank may participate in loans to large bor- 
rowers who would look elsewhere for accommodation if the group 
did not exist. 

2 . Working reserves can be concentrated in the hands of one 
city coiTesponclent, normally a member of the group. Thus, 
Jess idle funds will be required in the hands of city correspondents. 
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The acting correspondent lor the group stands ready to give aid 
when needed. 

3. Affiliated companies engaging in trust business, security un- 
derwriting, and the like, enable stockholders in the holding com- 
pany to participate in the profits from such activities which are 
denied to stockholders of smaller banks. Part of this argument 
is no longer valid, because security company business must now 
be divorced from bank holding companies that hold stock in mem- 
ber banks. 

4. Operating economies may be expected from improvements 
in management. Supplies may be purchased in larger amounts. 
Advertising becomes more economical. The cost of insurance 
and bonding of employees can be reduced. 

5. The stock of the holding company is often of more value 
than that of the operating bank, since it has greater diversifica- 
tion of risk behind it, is a larger issue commanding the interest 
of a wider market, and enjoys the higher earnings derived from 
the expected economies. 

Objections to holding company banking. With intelligent and 
honest management, holding company banking may be decidedly 
more desirable than unit banking. Certain vital criticisms, how- 
ever, can be made: 

1. Examination of chains and groups is difficult, since the banks 
may be spread over a wide area and may be under the control of 
several separate state authorities in addition to national bank 
examiners. Under such a situation juggling of funds and assets 
may be overlooked. 

2. The banks may be mismanaged and exploited for the benefit 
of those in control. This clanger was demonstrated in the case 
of certain failures during the banking crisis of 1932-1933. Banks 
lent heavily to officers to finance speculation in the stock of the 
holding company. Unit banks were compelled to pay unwar- 
ranted dividends in the face of operating losses to enable the 
holding company to maintain its dividend policies. Holding 
companies borrowed from the banks which they owned to finance 
speculative dealings. The subsidiaries of holding companies in 
one case included not merely banks but corporations owning office 
buildings, a chain of hotels, a coal mine, residential and business 
properties, a produce market, and a security company. 

3. When the group becomes so large that it overshadows the 
independent banks of its area, there arises a real danger that bank- 
ing competition will be unduly restrained. This was the situa- 
tion in the case of Lhe Transamerica Corporation of California, 
which was reported, at the end of 1946, to control 40 per cent of 
the banking offices and 38 per cent of the commercial bank de- 
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posits in the live states of Arizona, California, Nevada, Oregon, 
and Washington. In the state of California alone, it controlled 
about 50 per cent of the total banking offices. 

Advantages of branch banking . The advantages of branch 
banking may be enumerated as follows: 

1. The larger banking unit resulting can better handle the re- 
quirements of the large customers. 

2. The smaller communities enjoy the advantages of the service 
of more powerful and presumably sounder banks. The assets 
of the whole branch bank system are behind each branch, in con- 
trast to the situation in group and chain banking, where no legal 
responsibility attaches to one part of the system for the other units 
in case of difficulty. 

3. More convenient banking facilities are possible. The popu- 
lation per banking office is considerably greater in unit banking 
than in branch banking cities. 

4. Branch banks can command better managerial skill. Branch 
managers can be carefully trained and supervised, with greater 
opportunity for promotion for those of most promise. 

5. When branch bank operations extend over a wide geographi- 
cal area, they resist the shock of depressions more successfully 
than clo unit banks, both because of the greater opportunity for 
diversification of loan risk and because of the industrial and geo- 
graphical divcrsificaton of deposits so necessary if forced liquida- 
tion of loans ancl bank failure are to be avoided in areas suffering 
adverse trade balances during depression. 

6. Branch banks increase the mobility of capital and make for 
greater uniformity of interest rates throughout the area served. 

Objections to branch banking . The objections raised to branch 
banking naturally are voiced by the unit banker, who visualizes 
himself swallowed up in a branch banking development: 

1. Branch bankers are likely to require collateral on all loans 
and to refuse to lend on the character of the borrower, perhaps 
retarding local economic development. This objection is hardly 
valid, since even a branch banker is interested in the business 
development of the bank’s locality, Moreover, a more careful 
loan policy than that of many unit banks is desirable. 

2. Funds are withdrawn from rural areas and are placed in 
cities. In answer to this, it has been shown that Canadian city 
borrowers complain that the reverse is true, with city funds trans- 
ferred to rural districts in response to the higher interest rates 
there. 7 


7 Cartinhour, G. T., Branch , Group , mid Chain Bank mg.. New York, The Mac- 
millan Company, 1931, Chap. XX. 
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3. Red taps and delay arise from the lack o£ authority of man- 
agers and the necessity for referring loans to the main office. 
But it is estimated that over 95 per cent of the loans of Canadian 
branch banks are handled without delay by the branch managers 
and by the use of the telephone. Branch managers may lend 
up to a fixed limit or reject loans without reference to the main 
office. 8 

4. Managers are not properly sympathetic with local needs. 

5. Branch managers are shifted too frequently to be of the best 
service to the community served. 

6. Too much concentration in the control of banking opera- 
tions will arise. Furthermore, mismanagement on a large scale 
can arise more easily with branch than with unit banking. 

The objections just mentioned are hardly sufficient to consti- 
tute a serious criticism of branch banking. Certain broader prob- 
lems exist, however. Branch banks operating solely within the 
home city are hardly more than handy devices for attracting busi- 
ness to the parent. They offer only part of the genuinely im- 
portant characteristics of branch banking. What, then, should 
be the territorial limits of branch banking? Should it be confined 
to trade areas, or should it be permitted to extend throughout 
the country? Should it be confined within individual states? 
The wider the area, the greater become the opportunities for 
diversification, but at the same time managerial and supervisory 
problems increase. If it be agreed that the present restrictions 
on branch banking should be relaxed, under what conditions 
should banks be permitted to organize branches? 

Obviously, great care is required if powerful branch banks are 
not to be allowed to put unfair pressure upon unit banks. Ex- 
cessive competition by branch banks with the unit banks might 
be quite as undesirable as between unit banks themselves. Fi- 
nally, the supervision of large branch banking systems presents a 
problem. If the number of branches is large, it is impracticable 
to examine all at the same time. The head office may be required 
to furnish a consolidated balance sheet when examined, and the 
largest branches and the head office may be examined at the same 
Lime. Investments and open-market loans are carried in the head 
office, leaving only local loan paper to be checked at the branches. 
The Comptroller of the Currency reported no difficulty in ex- 


s Ibid . 
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amining the old Bank of Italy (California), with 287 branches. 9 
In any event, the problem of supervision is much simpler than that 
presented by chain and group banking. 

Regulation of Branch, Group, and Chain Banking 

Governmental regulation of branch, group, and chain banking 
takes the form of (1) permission or prohibition; and (2) special 
investigation and control. 

Legal status of branch banking . The law now permits national 
banks to establish branches in states where branch banking is ex- 
pressly permitted. The following restrictions apply, however: 

1. National banks are subject to the same territorial limits as 
are the state banks. Wherever state banks are limited to city- or 
county-wide branches, national banks arc similarly limited. 

2. Approval of the Comptroller of the Currency must be ob- 
tained. 

3. Under the law, as amended July 15, 1952, a national bank 
with branches located outside the home city must have a minimum 
capital equal to the aggregate minimum capital required for 
setting up a unit national bank at the location of each banking 
office. Moreover, such a national bank must have capital and 
surplus at least equal to that required of state banks under the 
same circumstances. 

4. Seasonal agencies may be established in resort communities 
within the county in which the main office is located, without 
incurring any capital requirements, if the place is not served by 
any other bank. 

State banks may join the Federal Reserve System and bring 
with them all branches legally in operation on February 25, 1927; 
but, in respect to branches organized outside the home city since 
that date, they must conform to the rules applicable to the estab- 
lishment of new branches by national banks. Under the amend- 
ment of 1952, they may now establish new branches in the same 
manner and under the same terms as those just described for 
national banks, except that permission must be obtained from the 


y "Blanch, Chain, and Group Banking/’ Hearings befoic the Committee on Bank - 
tug and Currency , House of Representatives, 71st Cong., ad scss., H. Res. 141 pp. 
133-134, For a statement of the method used to examine the branch banking sys- 
tems of the Twelfth Federal Reserve District, see pp. 134-140 of these Hearings. 
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Board o f Governors. Insured nonmember .banks may not estab- 
lish or move a branch without the consent of the Federal Deposit 
Insurance Corporation. 

In 1948 , 19 states (counting the District of Columbia) spe- 
cifically permitted state-wide branch banking, 17 specifically per- 
mitted limited-area branch banking, 9 states prohibited branches, 
and 4 had no law dealing with the subject. 10 In all states, banks 
wishing to establish branches must obtain the permission of super- 
visory authorities. In general, branches outside the home city 
may be established where there is no existing bank, or, if other 
banks operate in the same community, upon the purchase of an 
existing bank, or by obtaining the consent of the other banks. 

Under existing legislation there is no possibility of the estab- 
lishment of anything like a broad system of branch banking in 
the United States. Only an extension to national banks of the 
right to engage in interstate branch banking seems likely to ac- 
complish this purpose. The distinct superiority of branch over 
chain and holding company banking, which often acquire an 
interstate character, makes such legislation highly desirable. 

Legal control of holding company banking , Attempts to con- 
trol holding company banking were introduced in the banking 
acts of 1933 and 1935. In order for holding company affiliates to 
be able to vote the shares of stock owned by them in national and 
state member banks, a voting permit must be obtained from the 
Board of Governors of the Federal Reserve System. The Board 
may grant or withhold the permit in view of the financial condi- 
tion and character of the management of the holding company. 
Specifically, as a price for a permit, the holding company must 
agree: (1) to submit to examination at the time affiliated banks 
are examined; (2) to permit examination of each bank owned or 
controlled by the holding company; and (3) to publish individual 
and consolidated statements of all affiliated banks as required, 
Furthermore, the holding company is required to set aside as a 

10 Federal Reserve Bulletin , May 19^8, p. 516. States permitting* state-wide branch 
banking are; Arizona, California, Connecticut, District of Columbia, Idaho, Louisi- 
ana, Maine, Maryland, Michigan, Nevada, North Carolina, Oregon, Rhode Island, 
South Carolina, South Dakota, Utah, Vermont, Virginia, and Washington. States 
permitting limited-area branch banking are; Alabama, Arkansas, Delaware, Georgia, 
Indiana, Iowa, Massachusetts, Mississippi, Montana, New Jersey, New Mexico, New 
York, North Dakota, Ohio, Pennsylvania, Tennessee, and Wisconsin. Those pro- 
hibiting branch banking are: Colorado, Florida, Illinois, Kansas, Minnesota, Mis- 
souri, Nebraska, Texas, and West Virginia. 
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reserve fund net earnings above 6 per cent per year on the book 
value of its own shares. Since June 16, 1938, this fund must equal 
12 per cent of the aggregate par value of all bank stock controlled 
by the holding company. Except in cases where the stockholders 
of the holding company are individually liable for statutory lia- 
bility of the company because of its ownership of bank stock, or 
where the bank stock held has no double liability feature, the re- 
serve fund must be increased annually by al least 2 per cent of 
the par value of the bank stock held until it amounts to 25 per 
cent of the aggregate par value of such bank stock. As a further 
requirement for obtaining a voting permit, the holding company 
must show that it has no interest in any company engaged in 
security underwriting or distribution, or that any such interest 
will be relinquished within five years of the date of filing applica- 
tion for the voting permit. Finally, it must agree to pay dividends 
only out of actual net earnings. 

As regulations stand, a holding company affiliate is not required 
to obtain a voting permit. Therefore, if it can dominate the 
affairs of the subsidiary bank without voting the shares of that 
bank, it can escape altogether from the necessity of submitting to 
the controls intended in the voting permit requirements. More- 
over, in case the holding company controls less than a majority of 
the outstanding shares of the bank and less than 50 per cent of the 
shares voted for the election of directors at the last election, it does 
not qualify as a “holding company affiliate/’ and therefore it need 
not obtain a voting permit to enable it to cast its votes at the 
shareholders’ meeting. The Board of Governors has pointed out 
that the definition of holding company affiliate is inadequate to 
cover frequent cases where control is exercised through a minority 
stock ownership. Moreover, circumvention by exercising control 
without the actual voting of shares provides an escape loop-hole. 11 

Whenever a holding company obtains a voting permit, it is 
required, of course, to observe the conditions and regulations gov- 
erning the granting of the permit. Should the voting permit be 
canceled by the Board for violations, the member banks whose 
stock is controlled by the holding company may not (1) receive 
deposits of government funds; nor (2) pay dividends to the holding 
company. Furthermore, the Board, at its discretion, may require 

11 Cl 1 . Tlie Annual Report of the Hoard of Governors of the Federal Reserve Syy 
lejn, iQ.13. PP- 3-1-37- 
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state member banks to give up their membership in the Federal 
Reserve System, and national banks to relinquish their charters. 
The Board, however, is unwilling to resort to such measures and 
would prefer authority to take penalizing action directly against 
the offending holding company. 12 

The Board of Governors has repeatedly asked for remedial legis- 
lation to improve the control over holding company banking. In 
particular, it has proposed that bank holding company operations 
be placed under the same regulation as are the operations of banks 
themselves. In addition, it has proposed that nonbanking affili- 
ates be divorced from holding companies involved in banking; 
that the term holding company affiliate be redefined to meet the 
needs for adequate control; and that power be granted to exercise 
control over the further extension of holding company banking. 13 

The Board made a more direct attack on the extension of hold- 
ing company control over banks when it required, as a condition 
of membership in the Federal Reserve System, that no part of the 
stock of the bank requesting membership should be acquired by 
the Transamerica Corporation without the written consent of the 
Board. 14 Another attack by the Board took the form of requiring 
the Transamerica Corporation, in 1948-1949, to appear before it 
to answer charges of violating the provision of the Clayton Anti- 
trust Act, which prohibits holding companies that tend to restrain 
competition or create monopolies. 

Separation of security companies from member banks. Se- 
curity company affiliates of commercial banks were severely criti- 
cized for their activities preceding the stock market crash of 1929. 
They borrowed at the affiliated bank to obtain funds to carry 
speculative securities. Their close tie-up with the bank was a 
temptation to load the portfolios of the banks with unsaleable 
securities, to sell securities to the trust department for investment 
of trust funds, and to give biased investment advice to customers. 

The act of 1933 required all member banks to sever their rela- 
tions with security companies within one year. Furthermore, it 
made it unlawful for any firm engaged in the business of issuing, 

12 md . 

13 CL “Proposed Legislation Regarding Bank Holding Companies,” Federal 
Reserve Bulletin * March 1950, pp, 279-394, 

14 Sec the Federal Resente Bulletin , December 1944* pp. 1182-1187, for an account 
of the suit brought by the Peoples Bank of Lakewood, California to have the con- 
dition set aside. 
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underwriting, or distributing securities to receive deposits. This 
provision expressly does not apply to banks dealing in securities 
as permitted by law. As later amended, the law now prohibits 
interlocking officers, employees, or directors between member 
banks and security companies, except in limited cases where the 
Board of Governors grants a permit in the belief that the bank’s 
investment policies and advice to customers will not be unduly 
influenced. 

Separation of bank stock from stock of other corporations . 
Effective August 23, 1935, certificates of stock of member banks 
may not bear any statement representing the stock of any other 
corporation except that of another member bank or a corporation 
holding the bank premises on June 1 6, 1934. Furthermore, the 
sale of stock in member banks cannot be conditioned upon the 
sale or ownership of stock in corporations other than member 
banks and those holding bank premises. This does not, however, 
prohibit the sale of stock of other corporations on the condition 
of ownership or sale of stock in member banks. 

Regulation of interlocking directorates. The Clayton Act pro- 
vides that no private banker, director, officer, or employee of any 
member bank shall at the same time be a director, officer, or 
employee of any other bank, state or national, except that: (1) the 
Board of Governors may grant a permit in the case of one other 
bank; and (2) restrictions do not apply to banks 90 per cent of 
whose stock is owned by the United States, banks in liquidation, 
foreign banking corporations, banks 50 per cent of whose stock is 
owned by the stockholders of another member bank, banks not 
located in the same town or city (or a contiguous one), and banks 
not engaged in the same class of business. This regulation, al- 
though not affecting interlocking directorates between nonmem- 
ber banks, would seem to prevent interlocking directorates involv- 
ing member banks of the same city unless the banks concerned 
are controlled by the same stockholders. This rule will prevent 
many such chains as have heretofore appeared in the larger cities. 


Questions for Study 

1 . Explain why banks have expanded in size through mergers. What 
Change has occurred in the relative size of earnings on invested 
capital of big and small banks? 
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2. What are the main characteristics oi’ each o£ the following methods 
of concentrating banking control: (a) Trusteeing of stock, (b) 
Holding company or group banking, (c) Chain banking, (cl) 
Branch banking. 

3. Why is holding company banking sometimes superior to chain 
banking? 

4. In what ways is trade-area branch banking likely to be superior to 
holding company or group banking, chain banking, and our 
present type of branch banking? 

5. What are some of the problems of regulation of group banking? 
Why is the abolition of nonbanking affiliates advisable? Why does 
the present holding company voting permit fail to work satis- 
factorily? 
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The Banking and Credit System: An Evaluation 


N OW THAT WE HAVE EXAMINED THE STRUCTURE AND OPERATION OF 
our monetary and banking system and some of the many prob- 
lems related to it, it is appropriate that we review the broad picture 
and try to evaluate the degree to which the requirements of a 
modern ecoiiomic society have been met. 

The Junctions of the commercial banking system . Because 
banks, including central banks, provide the working mechanism 
of our monetary system, we may properly direct our attention 
primarily to the functioning of the commercial banking system, 
A first step in any evaluation of the success or failure of an institu- 
tion necessarily involves an enumeration of its basic functions and 
responsibilities. In a modem society, the duties of a banking 
system may be said to be: 

x. Provision of a sound, effective supply of deposit and note 
currency as the media of exchange. 

2. Provision of a currency with adequate elasticity to match 
the changing seasonal and irregular needs while at the same time 
avoiding the evils of cyclical perversity. 

3. Adequate response to monetary management directed at 
achieving economic stabilization and full employment. 

4. Provision of credit and loan facilities necessary to meet the 
social aims of society, This involves encouragement of private 
enterprise through assistance to small businessmen and to agri- 
culture. 

5. Provision of sufficient loan competition both locally and 
throughout the country to insure availability of credit on reason- 
able and nonmonopolistic terms. 

Some of these responsibilities have been met effectively, but 
others have not. It seems inevitable that, sooner or later, faulty 

8*7 
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functioning will lead to some changes and reforms of the money 
and banking system. These changes may involve modifications 
of methods and practices within the existing framework, emer- 
gence of new institutions, or expansion of the role of government 
in the field of credit. These changes may be benign or dangerous. 
They may successfully meet the problem, or they may fail. 
Nevertheless, changes must be expected. It is well, therefore, to 
survey the effectiveness of our present system in meeting the prob- 
lems with which it is confronted. 

The Soundness and Effectiveness of the Money Supply 

Soundness of our money . Only a sound, acceptable, and reli- 
able money can perform its function effectively. What is a sound 
money is a source of much confusion in the popular mind. Many 
persons profess to believe that soundness is dependent upon the 
domestic convertibility into gold, preferably gold coin. This 
view, grounded in what is now a rather remote monetary experi- 
ence with the old gold coin standard, can obviously throw but 
little light on the present problem. Rather, soundness of a coun- 
try’s money depends on (1) the avoidance of embarrassing loss of 
purchasing power from overissue; and (2) the certainty that holders 
of any particular form of money (demand deposits for example) 
will always be able to exchange it freely for other forms of money 
in common use. Fulfillment of the first requirement for sound- 
ness involves protection against excessive supply of the standard 
money base, including gold and government paper money issues, 
and the careful avoidance through prudent central bank credit 
policy of overexpansion of commercial bank credit on the basis 
of available reserves. The second test of soundness, ability to 
convert any form of money into any other form, depends primarily 
upon the soundness (i.e. 3 solvency) of individual banks. 

Soundness; stable buying power. It is not too hard to under- 
stand the confidence, unwarranted under present-day conditions, 
that some continue to have in the salutary influence of gold con- 
vertibility as a means for imposing scarcity and hence “soundness” 
on the money system. But present-day money can hardly be said 
to depend upon its convertibility into gold for the maintenance 
of its value. Rather, the value of money depends upon a complex 
of forces including the level of production and the current credit 
and fiscal policy. Fortunately, we came through World War II 
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with a currency that is essentially sound, even though it lost some 
purchasing power through inflation. So long as the governmental 
fiscal policy involves avoidance of excessive deficit financing, that 
soundness seems likely to be maintained. 

Soundness; safety of deposits . Our experience with bank fail- 
ures during the 1920-1933 period caused grave doubts as to the 
soundness of our bank deposit money. Indeed, such a collapse 
points to basic weaknesses thaL should not be tolerated. There- 
fore, the question must be faced as to the effectiveness of measures 
taken since 1933 to strengthen the individual bank and increase 
its power to survive. The most obvious measure taken was intro- 
duction of Federal Deposit Insurance. Without question, this 
insurance has helped to improve banking solvency both by 
strengthening the supervision over nonmember banks and by 
assuring the small depositor (having deposits of under $5,000) that 
he need not draw out his money at the first rumor of impending 
catastrophe. Clearly, both of these results are of some benefit 
and in the right direction. But one needs only to recall the sorry 
performance of national and state member banks during the col- 
lapse of the i93o’s to realize that the examination powers of the 
Federal Deposit Insurance Corporation over nonmember banks 
can be but a modest step in the direction of the promotion of 
solvency of the banking system. Moreover, the protection af- 
forded the small depositors by deposit insurance, although highly 
desirable so far as it goes and of real advantage to the small banks, 
provides no assurance against rapid and destructive withdrawals 
of funds by large depositors who get no adequate insurance pro- 
tection. In the interest of soundness of bank deposits, therefore, 
it would appear advisable to extend the insurance coverage to a 
full xoo per cent. Such a provision in the law, backed by addi- 
tional assurance of governmental support for the FDIC in case of 
emergency, would contribute substantially to the security of the 
deposit structure. 

Useful as an extension of insurance coverage would be, it is 
desirable that serious study be given to the problem of strengthen- 
ing the fundamental structure of the banking system and improv- 
ing its inherent stability in , the face of economic depression. 
Those who advocate the too per cent reserve plan would adopt 
a fundamental 1 correction involving a complete removal of the 
loan functions of banks. We have already examined the objec- 
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tions to this plan/ Its merits, which include making checking 
accounts sound, seem greatly outweighed by its disadvantages. 

Probably the most promising structural modifications for in- 
creasing the stability of commercial banks and the soundness of 
bank deposit currency would be the development of trade-area 
branch banking systems, capable of cutting across state lines. The 
superior stability and depression resistance of branch banking was 
amply demonstrated by the Canadian experience, which contrasted 
so sharply with our own in the 1929-1933 crisis. The expansion 
of branch banking on a wide basis would, of course, raise a multi- 
tude of objections, some valid and some not. There is, for ex- 
ample, genuine danger that cutthroat tactics might develop as 
branch systems sought to expand. Moreover, the cry of monopoly 
in the money market would be raised. This fear of monopoly 
may reflect both the aversion of the small independent banker to 
being bought out or overwhelmed by the branch system, and the 
distrust of size as a threat to competition. Furthermore, although 
branch banking facilitates a highly desirable geographical disper- 
sion of deposits and loan risks, it does not automatically result in 
sound bank management and practice. A large branch system as 
well as the small bank may be badly managed, and with vastly 
more disastrous consequences. Yet, in spite of these objections 
and limitations, branch banking, if soundly developed, would 
seem likely to result in substantial gains in bank stability and 
soundness. 


Elasticity of Currency and Credit 

Our banking system is admirably suited to provide the elasticity 
of currency and credit that is needed to meet the seasonal and 
irregular requirements of the economic system. This elasticity 
is assured by the effective operation of the Federal Reserve System, 
which readily supplies necessary reserves and currency to the 
commercial banks. The builders of the System succeeded well 
in their purpose of overcoming the plague of inelasticity. They 
were not so successful in abolishing what is often called perverse 
elasticity . This term refers to the undoubted tendency for bank 
credit to expand unduly during business boopis, thus contributing 
to the inflationary process, and to contract when business declines, 
thus accentuating the depression. In fact, introduction of the 
Federal Reserve System, with its power to expand and contract 
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the lending powers of the commercial banks, increased rather than 
diminished the possibility of perverse elasticity. The ineptness 
of Federal Reserve policy in trying to cope with the booms of 
igig~ig2o and igsS-igsg, not to mention the hesitant and con- 
fused actions in ig47~ig48 } support the view that to date suitable 
protection against perverse credit expansion during booms has 
not been provided. Nor can one derive too much comfort from 
the fact that this ineptness of central bank policy stems from the 
fear of precipitating a depression or destroying good times rather 
than from lack of power to take restrictive action. 

Avoidance of perverse credit shrinkage would seem to depend 
mainly on the successful prevention of excesses on the upswing 
and the reduction of pressure from deposit losses and bank failures 
during depression. It seems clear that a large part of the forced 
credit liquidation so characteristic of severe depressions might be 
avoided by such structural changes in the banking system as the 
extension of branch banking on a sound basis. Nevertheless, it 
is unlikely that perverse contraction of credit can be entirely 
avoided in a private banking system engaged in short-run lending. 
The remedy suggested by the advocates of 100 per cent money 
would extort as its price the abolition of the short-run loan market 
in oi~der to avoid perverse credit shrinkage of money and credit 
during depressions. This price is definitely excessive. 

Monetary and Credit Management 

A third test of a satisfying banking system is its susceptibility 
to management in the interest of economic stability and full em- 
ployment. Our study seems to indicate that the tools of credit 
policy now available, with some minor modifications, are amply 
sufficient to provide any necessary credit restriction that may be 
called for by sound credit policy. On the other hand, the Federal 
Reserve System can do no more, when seeking to offset depression 
and to raise the national income, than to expand bank reserves and 
thus permit and encourage credit expansion* This limitation, of 
course, is inherent in any banking system, and rather than calling 
for reform, calls for ready action of a supporting nature through 
the exercise of proper governmental fiscal policy. 

The crying need in monetary and credit management, there- 
fore, is not for radical reforms of the banking structure itself. 
Rather, what is needed is greater economic wisdom on the part of 
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the Board o£ Governors in order that its judgment of economic 
affairs may be sound, and freedom of the Board from political 
pressures of an inflationary nature. Only thus can monetary and 
credit management be successful in resisting inflation. Coupled 
with this freedom, to counteract depressions of a serious nature, 
some way must be found to make prompt and effective use of 
government fiscal policy. Until this is done, monetary manage- 
ment will be seriously handicapped. 

Meeting the Credit Needs of a Free Economy 

To what degree does the private commercial banking system 
provide for the credit needs of private business? The importance 
of an available and flexible supply of credit was discussed in Chap- 
ter 5. The important question is how well do the banks fulfill 
these needs. It may very well be that the survival of small busi- 
ness enterprises, from which free enterprise and free economic 
opportunities needed in a private economy so largely spring, may 
be threatened by inadequate credit facilities. A suspicion that 
the credit complaints of small business are well founded has led 
to repeated Congressional inquiries into the question. Should 
banks and other credit institutions fail to meet this need, changes 
in private lending practices and institutions must inevitably occur 
or there will be increased intervention by government agencies in 
the loan market. 

Is adequate credit available on reasonable terms ? There is 
little doubt as to the willingness of private bankers to provide 
adequately for the credit needs of the larger, more firmly en- 
trenched business firms. The low rates of interest on large cus- 
tomers’ loans, and the sharp increase in the volume of loans follow- 
ing the war, give evidence of this. It is not so certain, however, 
that the credit needs of smaller business are adequately cared for. 
In any event the cost of smaller loans made to small business is 
considerably higher than that, of large loans. For example, small 
business loans ($i,ooo-$ 10,000) made by banks in 19 cities in 
1949 cost borrowers 4.62 per cent. At the same time, large loans 
($200,000 or more) cost borrowers but 2.31 per cent. Money bor- 
rowed at banks, therefore, cost small business over twice as much 
in interest charges as it cost large business. Doubtless this added 
cost resulted in part from the greater cost of administering small 
loans and the greater risk factor. But it is also likely that part of 
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the differential between the costs of small and large loans arose 
froniThe dependence of the smaller borrower upon the bank with 
which he regularly deals. In contrast, large borrowers are able 
to take advantage of the competition among lenders. in the central 
money market. Furthermore, the interest rate differential alone 
does not reveal the whole disadvantage of small borrowers. First, 
a substantial part (sometimes estimated as high as one-half) of the 
so-called consumer loans, installment and single payment, made 
directly to individuals by banks are for financing small business. 
These loans often bear real interest rates of neatly 12 per cent. 
Second, many small would-be borrowers get no credit at all from 
commercial banks because of poor credit standing. The banker, 
quite properly, considers the making of loans to unsound bor- 
rowers outside the scope of his activities. Yet these borrowers 
need credit accommodation on terms commensurate with the risk. 

The small businessman who cannot expect and is not entitled 
to credit from banks under the existing system has recourse, to be 
sure, to trade credit and to the finance companies. The finance 
companies are essentially money-market middlemen who combine 
their own capital funds with funds borrowed from the commercial 
banks. In addition to the large volume of consumer retail install- 
ment paper that they purchase, these companies regularly advance 
funds to finance the carrying of inventories, as in the case of auto- 
mobile dealers and to finance the production and marketing 
processes of manufacturers. Some purchase or discount the re- 
ceivables of manufacturers. Credit obtained in this manner 
comes high, costing all the way from 12 to 18 per cent per year, 
and sometimes more. So long as small businessmen are in com- 
petition only with others of their own size and risk classification, 
their position is not so intolerable. But when they find them- 
selves compelled to compete with large firms that are able to ob- 
tain credit at less than 3 per cent, the differential begins to be 
appalling. The small businessman is subject to yet another 
handicap in comparison to his large firm competitor. Like the 
farmer, he has little if any access to the long-term capital market, 
since he is unable to market either stocks or bonds. Consequently 
he is mainly dependent for his long-term capital upon his own 
slow and painstaking accumulations out of earning s. The banks 
and finance companies, even when willing to extend short-term 
credit, are understandably reluctant to extend high-risk, long-term 
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credit for capital purposes to the small firm. A solution for this 
is urgently needed. No wonder that the small businessman’s 
credit plight is of widespread concern. It is not enough to dismiss 
him with the comment that he is not credit-worthy according to 
conventional banking standards. If he is to be given an oppor- 
tunity to survive, some method needs to be devised by which his 
credit handicap can be reduced. 

Possible solutions . There are a number of different approaches 
to the problem of providing small business adequate credit on 
reasonable terms. First, and least desirable, is the possibility of 
extending credit through government agencies. Clearly, it lies 
within the powers of the Federal Government to extend credit to 
small business to encourage free enterprise. A step was taken in 
1934, when Section 13b was added to the Federal Reserve Act 
authorizing the Federal Reserve Banks to make a limited amount 
of loans to established industrial or commercial firms unable to 
obtain credit on reasonable terms. These loans may be for work- 
ing capital purposes and may extend up to five years. The reserve 
banks are also permitted to make agreements to purchase such 
obligations from banks (hat agree to assume 20 per cent of any 
loss that may arise. Likewise the Reconstruction Finance Cor- 
poration was authorized to make similar industrial loans. Ex- 
perience, however, Iras indicated that neither the reserve banks 
nor the RFC lending activities have made much headway toward 
solving the long-term credit needs of the small borrower. More- 
over, direct government credit to small business sharply conflicts 
with the ideals of free enterprise. There is always the likelihood 
that a direct element of subsidy will be invoked in order to reduce 
the interest rate. Moreover, existing governmental loan agencies 
are not equipped nor could they become properly equipped to 
lend to small business without an elaborate development of local 
agencies. To duplicate credit agencies already in existence is 
unnecessarily costly. Then there is the danger that government 
credit agencies will practice favoritism and play politics. Criti- 
cism of the loans by the Reconstruction Finance Corporation to 
promote low-cost housing and the manufacture of low-cost auto- 
mobiles has not been lacking. In any event, in a society dedicated 
to the preservation of a substantial degree of free enterprise, it is 
highly undesirable that the availability of credit to individual busi- 
nessmen should be determined by the bureaucratic decisions of 
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government employees. Government credit, therefore, seems 
hardly the correct solution for the problem of credit for small 
business. 

A second avenue of approach is suggested by our experience in 
the field of agricultural credit. Here the government has estab- 
lished a co-operative form of credit system, subsidized to some 
extent by an initial investment of government funds in the capital 
stock of the institutions established and by the carrying of part 
of the administrative expenses. This was the approach used in 
the establishment of the Federal Land Bank System in 1916, the 
Intermediate Credit Banks in 1923, and the Production Credit 
System in 1933. The purpose behind these government-spon- 
sored agencies was similar to that behind the present-day demands 
for a solution of the credit needs of small business. Farmers, 
being small-scale borrowers with large capital requirements and 
high risks, found both long- and short-term credit expensive if 
available at all. These agricultural credit institutions have aimed 
at and to a large measure succeeded in making it possible for indi- 
vidual farmers to obtain both long- and short-term credit on 
reasonable terms. This purpose is accomplished by (1) combin- 
ing the risks through co-operative guarantee by local agencies in 
which the borrowers have an interest; (2) giving the farmers access 
to the low money rates available to borrowers in the highly com- 
petitive central money markets; and (3) introducing a subsidy in 
the form of tax exemption to investors who provide the money. 
The second and third accomplishments just mentioned were 
achieved by establishing government sponsored Federal Land Banks 
and Intermediate Credit Banks whose mortgage bonds and deben- 
tures are sold in the central money market where rates are rela- 
tively low. They enjoy the further advantage of being free from 
Federal, state, and local taxation. In this way, the cost of funds 
loaned to farmers has been reduced to a minimum. The farm 
credit system introduced a further improvement when it provided 
for the amortization of long-term loans and budget study of 
farmers’ short-term credit needs with adjustments of credit to lit 
these needs. So successful have these practices proved that they 
have caused private lenders to adopt similar methods. It is obvi- 
ous that some counterpart of the agricultural credit system might 
be established to meet the needs of small business. In this case, 
such agencies might perform great service by enabling the small 
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business to profit from a co-operative pooling of risk and getting 
access to the lower interest rates of central money markets. It 
might also assist the small businessman to work out the budgets 
so badly needed to help him become credit-worthy. The im- 
portance of missionary work among the small business applicants 
for loans is shown by the experience of the Federal Resei've Bank 
of New York in making industrial loans. It found that it was 
often necessary to assist the applicant to set up suitable accounts 
in order that his true position could be discovered. 1 * 3 - 

Finally, steps may be taken to introduce some form of mutual 
insurance system whereby risks of small business loans may be 
combined and reduced. A number of proposals have been made. 
One would establish a system of loan guarantee or insurance by 
the Federal Reserve Banks or by some other agency created for 
the purpose. This would be substituted for the existing power of 
the reserve banks and the RFC to make industrial loans. A 
second plan would have the Federal Reserve Banks or some other 
lending agency arrange to take 90 per cent of a loan to small busi- 
ness provided that a local bank would hold the remaining 10 per 
cent and service the loan. The first proposal, to institute some 
type of insurance, might best be patterned after the plan of the 
FHA Title I insurance under which, on the payment of a given 
premium, the insuring agency insures the lender against losses up 
to 10 per cent of the volume of the total group of insured loans. 
This would have the merit of protecting the lending bank against 
normal losses, since a loss rate of 10 per cent on any group of small 
loans would be highly improbable. At the same time, it imposes 
reasonable caution on the banker and prevents his straying too far 
from the path of sound credit practice. It would also have the 
merit of lowering the risk cost to a tolerable figure, one covered 
by the insurance premium, by combining a large number of risks 
over a wide area. Such a proposal, however, lacks the advantages 
characteristic of the agricultui'al credit system, of tapping central 
money markets for funds for small borrowei'S and of tax exemp- 
tion. The second proposal, that the Federal Reserve Banks (or 
other financial agencies) might participate in loans made and 
serviced by the local bank, seems to offer little in the way of reduc- 


1 See Robert V. Rosa, "Some Small Business Problems Indicated by the Industrial 

Loan Experience of the Eederal Reserve Bank of New York,” The Journal of 

Finance, April 1947. 
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tion of risk. The merit, if any, of this plan is that it might help 
to lower interest costs by tapping the cheaper sources of funds. 
Probably nothing short of new institutions patterned after those 
of the agricultural credit system can provide the maximum benefits 
derived from combining risk reduction with access to the central 
money market. 

Provision of Credit to Implement Public Policy 

It seems entirely possible that moderate modifications of the 
banking system might give genuine relief to the small business- 
man, but there remain certain needs for credit that cannot be met 
by private banking alone. For example, if public policy requires 
that the movement toward rural electrification be encouraged by 
low-interest loans not available in the private market, a case can 
be made for government loans or guarantees. Likewise, numer- 
ous examples have arisen, particularly in the ^o's, when a com- 
bination of drought and depression have created the need for 
rehabilitation loans that private lenders cannot be expected to 
make. There must exist, therefore, a limited amount of govern- 
ment lending to assist in carrying out established public policy. 
But so long as public policy favors the maintenance of private 
enterprise, the financing of private business should be carried out 
by private rather than public loan agencies. 

Competition Among Banks 

We are already familiar with the efforts made by banks, and 
supported by legislation, to minimize competition for deposits. 
Viewed from the depositors* standpoint, it is clear that vigorous 
competition among banks is nonexistent. Does this absence of 
competition extend into the loan maidtet? To a certain degree 
the answer is yes. Local borrowers, especially small ones, are 
firmly tied to their local banks, and though not invariably, are 
seldom able to shop around for better loan terms. There seems 
to be little opportunity to overcome this handicap of the small 
borrower. Perhaps the most fruitful change that could be made 
to widen the scope of competition for loans to small borrowers 
situated in remote areas would' be, the extension of branch bank- 
ing, This measure would at least provide a channel through 
which the abundant loan funds of the big cities might be made 
available in country areas. 
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Private vs. Government Ownership of Commercial Banks 

So long as we continue to maintain our private enterprise sys- 
tem, it is highly important that the major credit institutions should 
be under private control. This need arises from the fact that the 
aims of public as contrasted with private ownership are not identi- 
cal, and are not subject to identical standards. Considerations of 
public welfare loom large in the determination of public action. 
Consequently, private enterprise would find it intolerable to be 
exposed to the hazards of having its loan applications judged in 
the light of public welfare rather than by well-established and 
understood business standards. Consequently, although the over- 
all framework of regulations within which private banking oper- 
ates need not prevent its proper functioning, it is highly desirable 
that the application of these regulations to the requests for loans 
be left in private hands. 

In contrast, there is little it any need for the private ownership 
of the central bank. Indeed, because central banking functions 
involve control over the volume of currency and credit, essentially 
governmental functions, government, ownership of central banks is 
natural and appropriate. Regardless of whether ownership of the 
central bank is vested in government or in private hands, control 
over its policies must necessarily rest with some agency of the 
government. 

Participation of Government Credit Agencies 

In the over-all picture there has been some tendency toward 
increasing participation of government owned and sponsored 
credit agencies. The magnitude and significance of this participa- 
tion may best be appreciated by a study of Table 49. 

The total amount of government funds loaned by the various 
government agencies was $5.5 billion. Of this total, $1.1 billion 
represented price support loans by the Commodity Credit Cor- 
poration and therefore should not be considered as genuine credit 
extension. When the GCC loans are deducted the direct loans by 
government credit agencies amounted to $4.4 billion. Out of 
this $4.4 billion, a substantial fraction of the loans was in reality 
not loans to private enterprise in, the ordinary sense, Rather, it 
was loans extended in order to promote some publicly desired 
project such as rural electrification ($i.i billion), farm relief and 
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assistance ($*253 billion), home owners’ relief ($.317 billion), and 
public housing ($.293 billion). Altogether, almost two billion 
dollars of the $4.4 billion were extended for the promotion of some 
special public purpose. Consequently, not over $2.4 billion in 
loans by government agencies were directly designed to finance 
private industry. 


TABLE 49 

Intervention of Government Agencies in the Loan Market 

Domestic Credit Extended by Federal Agencies (June 30, 1949) 
(In millions) 


Agricultural credit 

Bank for co-operatives $ 244 

Federal intermediate credit banks 576 

Federal Farm Mortg. Corp 62 

Rural electrification 1,152 

Commodity Credit Corp 1,123 

Farmers Home Administration 253 

Housing 

Federal Home Loan banks 363 

Home Owners’ Loan Corp 317 

Public Housing Administration 293 

Federal Housing Administration 20 

Federal National Mortg. Ass'n 464 

Reconstruction Finance Corp 711 


Total outstanding credit $5,578 


Outstanding Liability Through Guarantees and Insurance 
December 31, 1948 (In millions) 

Federal Housing Administration insured mortgages $7,276 


Veterans Administration 

Housing 7,000 

Agricultural aid 160 

Industrial aid 125 

Commodity Credit Corporation 673 

Federal Savings and Loan Insurance Corp . . 7,700 


In contrast to the modest character of direct government loans 
to private industry, the amount of credit guaranteed or insured 
by Federal agencies looms quite large. The bulk of these guar- 
antees are in the field of housing finance. The only important 
exceptions were the loans guaranteed by the Veterans Administra- 
tion ‘for agricultural and industrial purposes. Even these excep- 
tions were of little significance. 
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An examination of the facts of government participation in 
the field of credit forces one to conclude that it has not become a 
very important factor in the American loan market. The largest 
activity, guaranteeing or insuring housing loans, involves no direct 
advances of government funds, but instead, is designed to aid 
home purchasers to borrow at favorable terms from private agen- 
cies. The FHA insurance is designed to be self-financing through 
the collection of annual premiums to cover the risk. 


Questions for Study 

1. What is the test of a satisfactory commercial banking system? 

2. What is a sound money and credit system? 

3. What appears to be the most promising way to avoid perverse 
elasticity in our money and credit system? ‘ 

4. How can monetary and credit management be made more eifective? 

5. Is credit on reasonable terms to small business a basic requirement 
for the continued existence of free enterprise? What is the evi- 
dence as to the access which small business has to credit? 

6. Contrast various proposals for meeting the credit needs of small 
business in a more satisfactory manner* 

7. Government invasion of the field of credit extension is often 
criticized. In what areas is government credit of significant pro- 
portions? Examine Table 49. Note the difference in magnitude 
of Guarantees and. Insurance in comparison to Credit Extended . 
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Depositors, classification of, 119-121 
obligation of bank to, 123 
with preferred claims, 121-122 
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types of, 301-302 

Ellis, Howard S., 22971, 52011, 587 n, 59571, 
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purchasing power parity, 587-594 
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prohibits interest on demand deposits, 

term loans, in 1935, 166 
Federal Reserve Banks: 
advances to banks, 291-293 
assets and liabilities (table), 278 
boards of directors, 303-304 
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obligations, 279 
open -market operations, 718 
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direct loans to industry, 295-296 
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causes, 377, 550, 656-660, 700 
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short-term balances, 658 
European gold bloc, 663^664 
in raw material producing countries, 
660-661 
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as collateial for Federal Reserve notes, 
386 

as secondary reserves, 218 
earnings of, 208-211 
Federal Reserve Bank, lioldings of, 
modified by policy changes, 279 
held by reserve banks, 369, (chart), 
372 

maiket for, 390-398 
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purchasing power parity theory, 591- 
593 

wholesale, 426, 744 

and gold output (chart), 515 
Industrial loans, 279 * 

Industry, relations of banks to, 337 
Inflation, 379 

and gold supply, 61 
avoidance of price, 646-648, 650 
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